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I d\ﬁrst like | to. thak you for 2your- contmdv

e

support Otvolcom We'haye worked hard|ioz
butld’one of themostmnovattve -and fowar- -
thmkmg action sport\brands i the mdus'and
your loyalty 1$ much apprec1ated We have a great
team workmg at the @ Companygaritd I couldn’t be
more prgud of what we have accompllshed

P L
2006 waqpén;mcredtbletyear for Volcom. The brand
gained momegtum worldw1de and contmued tobea
leader in a frercely competitive market We.exceeded
our financial goals ‘ingreased our product focus,
strengthened ouramanagement team and contmued
our relentless mdrketmg attack.

Y

In addition to these dccomphqhments we made
the necessary mveetments for lohg term! . ;f
growth. We continued bu1]dmg our-European
mfrastructure and we mtroduced three new
product categories that have all been well
recellved We also dtvérsrﬁed our distribu-
[10]] while mamtammg core integrity, made
key investments in personnel, and further
1 strengthencd our|retailer relationships.
| 1 belicve Volcom today is the strongest it has
. ever been, and w1th such a solid foundation,
|1 can’t help but get fired up when looking
ahead to 2007 andbeyond.
J

Financiall;}, 2006 was an outstanding year for
Volcom and was our first full yealr of being a public
company. We had our biggest year ever, with an
mcrease in re\;enues of more than 28% over last

" y&ar, topping $205 million.” We maintained our > ™~
industry- leadmg margins, with ajgross margin of _
nearly 50% and: an operating mdrgm exceeding 21 %.
Our balance sheet is rock solid w1tl|1 more than $85~
million in cash and vrrtually no debt. I'm very pleased
with our fmancrdl results and I believe our success is,
and will continue'to be, a direct reflection of-the’
hard work and effort of our team,

&=

One of Volcom’s greatest strengthsthas always been
its marketing and’2006 was another solid year forour ¥
.branding army. From Shaun White Iwmnmg the Olymptc ;
Gold to Volcom bemg awarded SIMA “Manufacturer of
The Year™ for a third time, our grass roots efforts, athlete
programs, Let the Kids Ride Free elvents and innovative
advertising campai gns continued to pay off.
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Just recently. we purchased one of the most famous houses in surf’
ing history known as the Pipe House. This three story home wil
allow our top surfing professionals access o a facility dircctly it
front of the world renowned Pipeline surf break on Oahu’s Nort
Shore. We are excited to invest in the future of our team riders

as they are the heart and soul of the Company.

Since the beginning of the brand. we have always had a creativg
passion for film. art and music. Last August. Veeco Productions
released its long-awaited snow movie. "Escramble.” 10 a grea
response. We also released the second phase of the movie
The Escramble Download Project this past January which has
been extremely successtul. [Us aseries of short films that car
be downloaded for free from our website. We are now in thg
process of releasing a new surfing cartoon, The Dawn ol th
Stone Age. on our website this April and plan to release ¢
new skate movie later this summer through our traditiona
distribution channels,

On the music scene. Volcom Entertainment made somg
great additions to its catalog in 2006, including nev
albums from Riverboat Gamblers and Valien
Thorr. We are also in the process of releas

ing a full length Pepper album containing

many unreleased and rare tracks. Oul

l[eatured art program continucs to thriv

as welll connecting with art enthusiasts

through special product releases an

alobal art tours such as our Huter

Switches book (our this past year.

[n 2006, we introduced three new product extensions
that have been well received at retail. They includ
the Creedler sandals and slip-ons. girl’s swim and ¢
*new kids line for boys ages 4 w0 7. With thesg
product exlensions, we now have our most complete
product line o date. As we move forward, we wil
continue to focus on these new categories as we helievd
they are important growth areas for the brand.
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As Volcom continues o grow, I'm adamant
that we remain close to our core retailer. We
have always appreciated the support from our
core accounts and understand how-important
they are 1o our brand and to the in\dus\l\ry.\TO
keep our core business healthy in 2006, we
provided our specialty slmp@;}viih\-ﬂt‘_}i fixtures. . -
custom build-outs, point-of-purchase programs.
demos and marketing tours. We'plan to con- Y
tinue this type of support as it is lercn]cly
important for the health of the Company
and for our industry as a whole.

QOur Volcom branded retail program
is also performing well. We opened two

new Volcom stores in 2006, one on Stale
\ Street in Santa Barbara, and one in the
2 popular Gas Lamp District of San
Dicgo. We also recently opened
J our first store in Hawaii on

7~ Front Street in Maui. These
;?,\ stores truly complement our
=Y successlul 126 La Brea store in

: Los Angeles.  We plan to open
' // another store in Maui and an
additional two locations some time
in the second half of 2007. By year
end, our goal is to have a total of seven
Volcom stores in operation. These stores
. aflow us to showcase the entire Volcom
S collection and are a great vehicle o
present the Volcom philosophy.




r
[}

al

T 'r-l . Pﬂ“ \f

ne.;o rour -mo ’lm OFLaN ﬂlTllSSlO vin orwm; 15,10,
n@ 3 TOSH T J? it g\o d 10, !

B estab'i'mh and mtegrateoo‘ N “eranons in Europe‘v nfbxfterfter'l'; “l‘ i
Yo 10 L ul’-)’ bl X! b i /
\ycars ’&lf ‘Rcralmg tindéda hcenﬁ‘ee rmodel we tg khihr t" . .‘.. \
e kil Ny Ty, i o5 N
rcontrol‘oﬁ thq brind mn%,gropq.,a'i He cbnclluskon of %ﬁ)Oﬁ» In’% “-rl"v‘ ‘
; :thénﬁqaﬁnd‘ h"«']lﬂ 0§"20§7”n\ﬁq§' ll;be r‘l"'dejl.vermg ?rpduct R
tmfmr".r,’mJ ‘dur\ newlyﬁd’rmeg nwhbll)k' ownﬂgd‘tsul%srdmryilﬁam -
Pgl],ea%ed?fg r,e‘goqt thls,unc']‘cnakmgh@ﬂgplg, e;y, \%ellff We ha o
f%yéda.,onubudget, aaldj ax?c,grecenﬁ M;n(b é a0 %ur Tewly Rl
constructed é‘é&ﬁ et "‘*ﬁh@gfﬂﬂﬁancen%ﬁ%‘gd, 5 sthedule.
i s‘?\We will contmue,tﬁ Enak'é‘rq;émﬂtant &,nyestment§ mV lem’Europe
N andyrve expect t?)xs'é‘& fmanélalﬂ‘Be{’leﬁtgam the..,sé’bond ,half‘of 2007
} S Mivhen we- -begin to’ shlp Yprodudy ; anﬁ *rébogmﬁe .revenue‘:'; ’9'

T
B o,,°n n‘t‘ a%a\. 2 g5 Ty oF 8

G, 10, )7 /
gres 12 th:: past year. | be!lleve/ ?{ vCompanq_ fis in a
qu&u aﬁd%powgcr‘j:ul position. Our/mternal teams are
(Y noung" &alented,fan'd‘ﬂvery paSQIOI!I[ate abogut their work!
{ I~feel*g00d abbii lawhamxcﬁre domg ans] O\klrcommltmenl
o making suré that“‘Jéveryqdecnsion made is based
around quality, integrity, and long term sustamablllly
'*r‘.f-'lihe future is w1de%pen and hs long as we treat| the
' n“;brand-.and the pbople}asmmated with, lt w1th

00 '“JS‘Pem J"bqlleve we ;\grll experlen‘c man
sucg”‘e§sful#years¢prcoménn U M Sn nuﬁm

)

n u""' Uﬂu % av ﬂﬂn
olf

v ﬂ
On“ be lf,‘, oqrﬂbsarﬂ F#
" J Vi b I * Uu
_1/' ‘nmanag na ttt%.h'rri’, ld""hked”t& tharfk1 ur-
£ n ?\etallerg, lou‘&tém‘ers- a‘thle%es,,,shareﬁe‘lﬁ%xé’ Arid:
»
.d . 8 %the elr}ureﬁ Vo'lcom ufamjly, for" iy 0%0nnnued

s&pportqand'deﬂxcatofomto the»Stq‘ne"h 'tI{haT]k .)‘rqu' il
“Moan"%uu*nnu”oom“”n o5 008 83005"03‘" ' {'\‘

s dhaetiatls £ thaeihe ST

nh Y

goey 78 U
odn 4By Y ‘h I g0 4
S Rlchard“Woolcott 4,8 H Eof” 0l ",Bnu U oh ﬂ; :fgn"ﬂ {?'_f ;”:“:" 1
Uﬁ‘Prewdent and{ChleﬁExecutlve Ofﬁcen :#g 3:, 05 I ~J
% nﬁ' Upn U [E7aR=
n uid







-

March 30, 2007

|
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Dear Fellow Stockholder: 'y

We cordially invite- you to attend Volcom’s 2007 Annual Meeting of Stockholders to be held at
10:00 a.m. Pacific tlme.;on May- 8, 2007, at the Volcom Roadhouse, 1660 Placentia Avenue, Costa Mesa,
California, 9262’:"| Please note that parking for the meeting will be at our corporate headquarters tocated at
1740 Monrovia A.rcnue -in Costa Mesa, California, 92627. Please give yourself sufficient time to take a free shuttle
from our corporale headquartcrs down several blocks to the Volcom Roadhouse The meeting notice and proxy

statement are attached. _

At lhlS year’: l, annual'ineeting, stockholders will be asked to elect seven directors and to ratify the appomlment
of Deloitte & ] Touche LLP 10 serve as Volcom’s independent registered public accounting firm for the year ending
December-31, ,2007 In addition, stockholders will transact any other business that may properly come before the

- !

—— meclmg |
|
Whether of wnot you plan to attend the annual meeting, it is important that your shares be represented and voted
at the meeting. Thercfore we urge you to vote promptly by mailing a completed proxy card in the enclosed postage- -
paid envelope. lf|your shares are held in the name of a brokerage firm or bank, you will receive a voting instruction
form in lieu of a proxy card. Timely voting will ensure your representation at the annual meeting.

We look folrward to seeing you on May 8.
| "

Sincerely, ' "
. ' | L | g /

Richard R. Woolcott
President, Chief Executive Officer and

Member of the Board of Directors

René R. Woolcoit
Chairman of the Board of Directors

|
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VOLCOM, INC. '

"NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
TO BE HELD MAY 8, 2007
| s . . . e . . ' l
! .
To our Stockholders

NOT]CE IS HEREBY GIVEN that the 2007 Annual Meeting of Stockholders of Volcom, Inc. w1l| be held at
10:00 a.m. Pacizic time, on May 8, 2007, at the Voicom Roadhouse, 1660 Placenua Avenue Costa Mesa California,

+

92627, for the 1ollowmg purposes: : . - ‘l
1. To elect seven directors for the ensuing year or until the election and qua]tﬁcatlon of thetr respectlve

L]

1 I‘— .

SUCCESSOrS;

2. To: ratify the appointment of Deloitte & Touche LLP as our mdependent regmered publtc accountmg
firm for th]e year ending December 31, 2007; and T ,!
N

3. Tc transact such other business as may properly come before the meetmg or any postponement or

adjoummelnt thereof. ) J

' Only stocLholders of record of shares of our common stock at the close of business on March 16 2007, the
record date, will be entitled to notice of, and to vote at, the 2007 annual meeting and any postponement or
adjoummem thereof. y - . , : L, ';

+.We invite all stockholders to attend the annual meeting. Whether or not you plan to attend it is 1mportant that
your shares be Ire:prf:semed and voted at the meeting. You can vote your shares by completing and returning the
enclosed proxyicard If your shares are held in “street name,” your shares are held in the name of a brctkerage firm,
bank or other nommee and in lieu of a proxy card you should receive from that institution an instruction form for
voling by mail and you may also be eligible to vote your shares electronically via the internet or lelephone Should
you receive more than one proxy card or voting instruction form because your shares are held in multiple accounts
orregistered in dlfferent names or addresses, please sign, date and return each proxy card or voting m';tructton form
to ensure that all of your shares are voted. For information regarding voting in person at the annual meetmg, please

see “How do Ijvote?” on page 2 of the proxy statement. ‘I'

For admislsion to the annual meeting, each stockholder may be asked to present valid picture identification,
such as a dnver s license or passport, and proof of ownership of Volcom stock as of the record date, such as the
enclosed proxy card or a brokerage statement reflecting siock ownership as of the record date. :

[
]

By Order of the board of directors,

Douglas P. Collier ,J
Chief Financial Officer, Secretary and Treasurer

]
Costa Mesa, C:alifomia
March 30, 20(;7 ‘
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YOUR VOTE IS VERY IMPORTANT
REGARDLESS OF THE NUMBER OF SHARES YOU OWN. PLEASE READ THE ATTACHED
PROXY STATEMENT CAREFULLY, AND THEN COMPLETE, SIGN, DATE AND RETURN
THE ENCLOSED PROXY CARD OR VOTING INSTRUCTION FORM AS PROMPTLY AS
POSSlBL]l' IN THE ENCLOSED POSTAGE-PAID ENVELOPE. :
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Volcom®, ‘D@ (The Stone Design mark), Volcom Entertainment®, Veeco Productions®, Amphibulator™, Band
Joust™, Creedlers™, Let The Kids Ride Free™, Moclov™, Modulator™, The Volcom Stage™, V.co-Operative™,
V.Co-Logical™, Youth Against Establishment™, Volcom Highwear™, and Zip-Tech™ are trademarks of Volcom,
Inc. This proxy statement may also contain trademarks, trade names and sérvice ‘marks of others.

+

** This proxy statement was prinlted on recycled paper.
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i 1740 Monrovia Avenue
| - Costa Mesa, California 92627

ANNUAL MEETING OF STOCKHOLDERS TO BE 'HELD
May 8, 2007

! PROXY STATEMENT . !

' SOLICITATION OF PROXIES

The accompanying proxy is solicited on behalf of the board of directors of Volcom, Inc., or Volcom we, us or
out, for use at our Annual Meeting of Stockholders to be held at the Volcom Roadhouse, 1660 Placenna Avenue,
Costa Mesa, Cahfomla 92627, on May §, 2007 at 10:00 a.m. Pacific time, and at any and all adjournmems or
postponemenv thereof, or the annual meeting. l

|
I I
I INFORMATION ABOUT THE ANNUAL MEETING AND VOTING i
t
't
)
You are being asked to (i) approve the appeintment of seven directors, to serve for the ensuing year and until
their respective: successors are duly elected and qualified, and (ii) ratify the appointment of Deloitte & Touche LLP
as our independent registered public accounting firm for the year ending December 31, 2007. These matters and
. other information are described in more detail in this proxy statement.

What is the purpose of the annual meeting?

i

Who is entitl(:d to vote? !
Only holders of record of the approximately 24,319,920 shares of Volcom’s common stock outst!'mdmg at the
close of business on the record date, March 16, 2007, will be entitled to notice of and to vote at the annual meeting or
any adjournment or postponement thereof. On each matter to be considered at the annual meeting, each stockholder

will be enutled to cast one vote for each share of our common stock held of record by such stockholder ¢ on March 16,
2007,

In accordance with Delaware law, a list of stockholders entitled to vote at the annual meeting Wll] be available
at the annual nlleetmg, and for 10 days prior to the annual meeting at Volcom, Inc., 1740 Monrovia Avenue, Costa
Mesa, California 92627, Monday through Friday between the hours of 9 a.m. and 4 p.m. Pacific time.

| ‘ i
‘ |
How many votes do | have? -

Holders of our comnmon stock will vote at the annual meeting as a single class on all matters, with each holder
of a share of (Inur common stock entitled to one vote per share held. *

| ) 1
i 1
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What is a qu_orlim and what vote is required for each item?

Fa
g
P

. \

In order to constitute a quorum for the conduct of business at the annual meeting, a majority of the outstanding -
shares of our corﬁmon stock entitled to voté; at the annual meeting must\I e present or represented’at the annual .
meeting. Pursuant to Delaware law; directors gr %e,elected by a plurality vote
votes may be cast ‘inffavor of or withheld frdfm each nominee. The seven nommees securing the most “in fdvor
votes are elected. The Other matter submitted pystockholder approval at the annual meeting (i.e. rauﬁcanon of our
independent reglste*fed public accounting firm; ;wﬂl be decided by the affirmative vote of a majority .0f shares
preseiit in person or‘fé%;esented by proxy at the' Hnnual meeting and entitled to vote on such proposal. Abstentions
may be specified for ttgs!proposal and will be counted as present for purposes of determining the existefice of a
quorum regarding th&proposal on which the abstention is noted and will also be counted as a vote against such
proposat for purposes of determining whether stockholder approval of that proposal has been obtained. Shares that
are not voted by the broker who is the record holder of the shares because the broker is not instructed to vote and
does not have discretionary authority to vote (i.e., broker non-votes) and shares that are not voted in other
circumstances in which proxy authority is defective or has been withheld, will be counted for purposes of
establishing a quorum, Broker non-votes and other non-voted shares will not be deemed to be entitled to vote for
purposes of determining whether stockholder approval of that matter has been obtained and thus will have no effect
on the outcome of such matter, We do not expect any broker non-votes, as brokers have discretionary authority to
vote for all directors and for ratification of our independent registered public accounting firm. !

If a quorum is not present, the annual meeting will be adjourned until a quorum is obtained.

How do I vote?

+

If your shares are registered directly with U.S. Stock Transfer Corporation {our transfer agent), you are a holder
of record and may either vote your shares via mail with the enclosed proxy or in-person at the annual meeting.

If your shares are registered in the name of a bank or brokerage firm, you may vote your shares via mail with
the enclosed voting instruction card and you also may be eligible to vote your shares electronically over the Internet
or by telephone. A large number of banks and brokerage firms are participating in the ADP Investor Communication
Services online program. This program provides cligible stockholders who receive a paper copy of the Annual
Report and proxy statement the opportunity to vote via the Internet or by telephone. If your bank or brokerage firm is
participating in ADP’s program, your voting instruction card will provide instructions. If your voting instruction
card does not reference Internet or telephone information, please complete and return the enclosed paper voting
instruction card in the self-addressed postage paid envelope provided. Please note that if your shares are held of
record by a broker, bank or other nominee, and you decide to attend and vote at the annual meeting, your vote in
person at the annual meeting will not be effective unless you present a proxy, issued in your name from the record
holder, your broker.

What if I receive more than one proxy card or voting instruction form?

If you receive more than one proxy card or voting instruction card because your shares are held in multiple
accounts or registered in different names or addresses, please be sure to complete, sign, date and return each proxy
card or voting instruction form to ensure that all of your shares will be voted. Only proxy cards and voting
instruction card that have been signed, dated and timely returned will be counted in the quorum and voted.

Who will count the votes and how will my votes by counted?

All votes will be tabulated by the inspector of election appointed for the annual meeting; who will separately
tabulate affirmative and negative votes, abstentions and broker non-votes.

. If the enclosed proxy card or voting instruction card is properly signed, dated and returned, your shares will be
voted at the annual meeting in accordance with your instructions. If you do not specify how your shares are to be

voted, your shares will be voted FOR the election of each of the seven nominees for election to the board of -

directors listed-in the proxy; and FOR the ratification of the appointment of Deloitte & Touche LLP as our
independent registered public accounting firm for its year ending December 31, 2007.

2

Wlth regdr(}\to the election of dlrectors -




1993, Prior tohommg Easton in 1993, Mr. Palma was with KPMG Peat Marwick from 1985 to 1993 Mr. Palma
earned a B.S. in Accounting from California State University, Northridge.

Joseph B| Tyson, 45, has served on our boa.rd of directors since June 2005. Mr Tyson has be!en the Chief
Operating Offlcer of The Picerne Group, a pnvately funded international investment firm, since October 2006.
Prior to _|0m1ng The Picerne Group, Mr. Tyson served as the Executive Vice President, Chief Fmancnal Officer,
Treasurer and Secretary of Pan Pacific Retail Properties, Inc., an NYSE-listed real estate investment trust, since
October 1999, until its sale to Kimeo Realty in October 2006. Prior to that, Mr. Tyson was Chief Fmancnal Officer of
"The Allen Grolup. a San Diego-based real estate company, from 1998 until 1999, Prior to 1998, Mr. Tyson was with
Heitman Finarcial Ltd. for 11 years serving in various capacities including Senior Vice President and as a member
of the firm’s Efcecuuve Committee. Mr. Tyson became licensed as a Certified Public Accountant during his tenure
with Pricewate rhouseCoopers from 1984 to 1987 in New York. '

Carl W. Womack 55, has served on our board of directors since June 2005, Mr. Womack served as the Senior
Vice Pre51den| and Chief Financial Officer of Pacific Sunwear of California, Inc., a NASDAQ-listed apparel
retailer, from I|994 until his retirement in October 2004. He served as Vice President of Finance and Chief Financial
Officer of Pacific Sunwear from May 1986 to September 1994. He served-as Secretary of Pacific Sunwear from
November 199|2 to October 2004. Prior to joining Pacific Sunwear, Mr. Womack served in several’ positions in
public and pnvate accounting. Mr. Womack earned a B.S. in Business Administration and Accounting from
California State University, Northridge.

Kevin G. Wulﬁi 55, has served on our board of directors since June 2005. Mr. Wulff has been the President and
Chief Executive Officer of Pony International, LLC since March 2007. Prior to that, he was the President and Chief
Executive Offi¢ cer of American Sporting Goods since March 2003, Prior to that, Mr. Wulff served as Vice President,
Business Deve]opmenl and Sports Marketing for Adidas America from 2003 to January 2005. From October 2001
to March 2003; Mr. Wulff served as Chairman and Chief Executive Officer of the Women’s Tennis Association.
From June 2000 to October 2001, he served as Senior Vice President/ General Manager — Emerging Business and
Subsidiaries f01 Nike, Inc. From 1998 to June 2000, Mr. Wulff served as Senior Vice President/ General Manager —
USA for Nike, Inc From 1997 to 1998, he served as Vice President/ General Manager — Americas for Nike, Inc.
He served as th: President of Nike Canada from 1994 to 1997 and General Manager of Nike, Iric. from 1993 to 1994,
Prior to joining lee Inc. in 1993, he served in various capacities with Miller Brewing Company from 1987 to 1993.
Mr. Wulff holdl; a B.S. in Social Science, Business and Physical Education from the University of Northern lowa.

Recommendal:ion of the Board of Directors : "
| ‘

THE BOARD OF DIRECTORS RECOMMENDS A VOTE FOR THE ELECTION OF ALL SEVEN
NOMINEES NAMED ABOVE. Unless instructed to the contrary, the shares represented by the proxies will be
voted FOR the'election of the seven nominees named above as directors. Although it is anticipated that each
nominee will be able (o serve as a director, should any nominee become unavailable to serve, the proxies will be
voted for such (f»ther person or persons as may be designated by our board of directors. As of the date of this proxy
statement, the t:oard of directors is not aware of any nominee who is unable or will decline to serve as a director.

lf ' o . |
. " PROPOSAL TWO: i

RATIFICATION OF APPOINTMENT OF INDEPENDENT

i REGISTERED PUBLIC ACCOUNTING FIRM 5

: 1
The firm c!f Deloitte & Touche LLP, our independent registered public accounting firm for the year ended
December 31, 2006, was selected by the Audit Committee to act in the same capacity for the year ending
December 31, 2007. Neither the firm nor any of its members has any relationship with us or any of our affiliates
except in the firm’s capacity as our auditor. . ,'

. lI
A represen_tative of Deloitte & Touche LLP is expected to be present at the annual meeting and will have the
opportunity to make statements if he or she so desires and respond to appropriate questions from the stockholders.

5




In the event that the stockholders do not approve the selection of Deloitte & Touche LLP, the appointment of
the independent registered public accounting firm will be reconsidered by the Audit Committee. Even if the
selection is ratified, the Audit Committee in its discretion may direct the appointment of a different independent
accounting firm at any time during the year if the Audit Committee believes that such a change would be in the best
interests of Volcom and its stockholders. '

Recommendation of the board of directors

The Board of Directors recommends a vote FOR the ratification of the appointment of Deloitte &
Touche LLP to serve as Volcom’s independent registered public accounting firm for the year ending
December 31, 2007. Unless authority to do so is withheld, the proxy holders named in each proxy will vote
the shares represented thereby FOR the ratification of the appointment of Deloitte & Touche LLP.

OTHER MATTERS

We know of no other matters that will be presented for consideration at the annual meeting. If any other
business properly comes before the annual meeting, it is the intention of the proxy holders to vote the shares they
represent as the board of directors may recommend. Discretionary authority with respect to such other business is
expressly granted by the completion of the enclosed proxy card or voting instruction form. The proxy holders shall
vote at their discretion on any procedural matters that may come before the meeting.

' . CORPORATE GOVERNANCE

Board Meetings i

The board of directors held five meetings and met in three execulive,sessions during the year ended
December 31, 2006. Each of our directors attended or participated in at least 75% of the aggregate number of
meetings of the board of directors that took place when such director was a member of the board of directors. Each
director attended at least 75% of the aggregate number of meetings of those committees of the board of directors on
which such person served, which were held during such period, except that Mr. Wulff did not attend the one meeting
held by the Nominating and Corporate Governance Committee. Each board member is expected to attend the annual
meeting of stockholders; provided, however, that members may attend such annual meeting by telephone if
necessary to mitigate conflicts, Each board member attended the 2006 annual meeting of stockholders,

Stockholder Communications with the Board of Directors

Any stockholder who desirés to contact the Chairman of the Nominating and Corporate Governance
Committee or any member of the board of directors may do so by writing to the Volcom, Inc. Board of Directors,
Attn: General Counsel, 1740 Monrovia Avenue, Costa Mesa, CA 92627. Communications received will be
distributed by our General Counsel to the Chairman of the Nominating and Corporate Governance Committee or
such other member or members of the board of directors as deemed appropriate by our General Counsel, depending
on the facts and circumstances outlined in the communication received. For example, if any complaints regarding
accounting, internal accounting controls or auditing matters are received, they will be forwarded by our General
Counsel to the Chairperson of the Audit Committee for review.

Independence of the Board of Directors

After review of all the relevant transactions or relationships between each director {and his family members)
and us, our senior management and our independent registered public accounting firm, our board of directors
affirmatively determined that all but two of our directors, René Woolcott and Richard Woolcott, are independent
directors under the applicable listing standards of NASDAQ and the rules of the U.S. Securities and Exchange
Commission, or the SEC. These independent directors are Messrs. Ingram, Palma, Tyson, Womack and Wulff. In
making its independence determinations, the board has concluded that none of these members has a relationship

6




which, in the opinion of the board, would interfere with the exercise of independent judgment in carrymg out the
responsibilitics of a director.

| ;
Our President and"Chief Executive Officer, Richard Woolcott, is the son of our Chatrman, René Woolcott,
There are no other familial relationships between our executive officers and our directors. ,

-

Committees of the Board of Directors

We have a standing Audit Committee, Compensation Committee and Nominating and Corporate Governance
Commmee ()ur Audit Commirtee, Compensation Committee and Nominating and Corporate Governance Com-
mittee charters are available on our website, www.volcom.com, under the Investor Relations section. The inclusion
of our websit: address in this proxy statement does not include or incorporate by reference the mformanon on our
website into this proxy statement.

|
Audit Comlriittee

Our Audit Committee consists of three directors, Messrs. Tyson {Chairman), Palma and Womack. Each of
these dlrectors is independent as defined by the applicable rules of the NASDAQ and SEC. Each member of the
Audit Commmec meets the financial literacy and experience requirements of the applicable SEC and NASDAQ
rules. Mr. Tys on serves as the chairperson of the Audit Committee and our board of directors has determined that
each of Mesr'rs Tyson and Womack is an “‘audit committee financial expert” under applicable SEC rules. Our
independent dUdllOl’S and our internal finance personnel regularly meet privately with and have unrestricted access
to our Audit Commmee The Audit Committee acts pursuant to an Audit Committee charter intended to satisfy
applicable SIl'C and NASDAQ rules. During fiscal 2006 our Audit Committee met ten tlmes

11
Our Audlt Committee charter requires that the Alldlt Committee oversee our corporate accounting and
financial rcpurtmg processes, The primary duties of our Audit Committee are to, among other thmgs

» evaluate our 1ndependent auditors’ qualifications, mdependence and performance;
« deternine the engagement and compensation of our lr}dependent auditors; * i

. apprﬁve the retention of our independent auditors to perform any'proposed, permissible non-audit services;
* monitor the rotation of partners of the independent.auditors on our engagement team as réquired‘.

» review our consolidated financial statements; -

 meet with our management periodically to consider the adequacy of our internal controls and the objectivity
of our, financial reporting; :

. eslabla_sh procedures for the receipt, retention and treatment of complaints regarding internal accounting
contrcls or auditing matters and the confidential, anonymous submissions by employees of concerns
regarding questionable accounting or auditing matters;

« review on an ongoing basis and approve related party transactions;

» prepare the reports required by the rules of the SEC to be included in our annual proxy statement; and

. ! v . . . R -’ i
» discuss, with our management and our independent auditors, the results of our annual audit and the review of
our quarterly consolidated financial statements.

C’ompensatic?m Committee

Our Co:lnpcnsation Committee consists of three directors, Messrs. Womack (Chairman), Ingram and Wulff.
Each of thesz directors is independent under NASDAQ rules and qualifies as a non-employee director and an
outside derCtUl’ for purposes of Rule 16b-3 under the Securities Exchange Act of 1934, as arﬁended or the
Exchange Act and Section 162 (m) of the Code, respectwely During fiscal 2006, our Compensation Commmee met

four tirnes. . i




.
We'have adopted a Compensatron Committee charter, which outlines the Compensatlon Committee’s primary
duties to include, among other things:

* establishing overall employee compensation policies and recommending to our board of directors ma_lor
compensation programs; "

* reviewing and approving the compensation of our corporate ofﬁcers and dlrectors\mcludmg salary and

bonus awards : <

~,

» ‘administering our various empioyee benefit, penSio’ri and eouity incentive programs; TN

* reviewing executive officer and directer indemnification and insurance matters,; 7 . r
. manaéing and reviewing an); empioyee loans; and |

» preparing an Annual Report.on executive compensation for inclusion in our proxy statement.

The Compensation Committee was established upon our initial public offering in June 2005, Prior to June
20035, we did not have a formal compensation committee or other board committee performing equivalent functions
and executive compensation decisions were made by the board of directors with input from senior management.
During the first quarter of each yeari the Compensation Committee generally reviews and approves the bonus plan
and salaries for the upcoming year for the each of the corporate officers who has a base salary in excess of $150,000,
the Chief Financial Officer, the Chief Operating Officer and the Chief Executive Officer. The Compensation
Committee does not delegate its authorlty to other persons. The Compensatlon Committee does not currently use
the services of a compensation consultant o ‘

Executive Compensation. Except for the Chief Executive officer’s compensation, compensation of exec-
utives 1s recommended to the Compensation ‘Committee by the’ Chief Executive Officer based upon internal
benchmarking done by Volcom, competitive factors and’ on Volcom’s overall performance. The Chief Executive
Officet’s compensation is discussed among the Chairman of the Compensation Committee, the Chairman of the
board of directors and the Chief Executive Officer. The Chairman of the Compensation Committee then makes a
recommendation to the entire Compensation Committee for discussion and approval. Compensation decisions for
executives are made by the Compensation Committee after evaluatmg all components of Compensatlon and
assessing total compensation. ! :

Director Compensation. The, Company targets director compensation at a level approximately equal to
similarly situated companies based on revenue, market capitalization, length of time as a public company and
industry. Management makes an initial recommendation to the Compensation Committee for director compen-
sation based upon the benchmarking materials prepared by Volcom. The Compensation Committee then makes a
recommendation to the full board of directors for approval of director compensation.’

Nominating and Corporate Governance Committee . . ' .'

Our Nominating and Corporate Governance Committee consists of three directors, Messrs. Ingram (Chatr-
man), Palma and Wulff. Each of these directors is independent under NASDAQ rules. During fiscal 2006, our
Nominating and Corporate Governance Committee met one time. We have adopted a Nominating and Corporate
Governance Committee charter which outlines the Nominating and Corporate Governance Committee’s primary
duties to include, ‘among other thmgs

» establishing standards for service on our board of directors and nommanng guidelines and principles;

* identifying individuals qualified to become members of our board of directors and recommendmg dlrector
candidates for election to our board of directors;

. onsrdermg and making recommendatrons to ‘our board of directors regarding lts size and composition,
committee composition and structure and. procedures affecting directors;

» establishing policies regarding the consideration of any director candidates recommended by our stock-
holders, and the procedures to be followed by stockholders in submitting such recommendations;

8
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» evaluating and reviewing the performance of existing directors; and : -
* monitoring our corporate governance principles and practices and making recommendations to our board of
directors regarding governance matters, including our certificate of incorporation, bylaws and charters of our

!

committees. Ei
. i
]

4
In the event of a vacancy on the board of directors, the process followed by the Nominating and Corporate
Governance C ommittee to identify and evaluate director candidates includes requests to board memb'ers and others
for recommer'ldauons meetings from time to time to evaluate biographical information and background material
relating to polbnl:a! candidates and interviews of selecled ¢andidates by members of the Nommatmg and Corporate
Governance Committee and the board of directors. '

Director Candidates

In consnlenng whether to recommend any particular candidate for inclusion in the board’s slate of recom-
mended direcior nominees, the Nominating and Corporate Governance Committee applics the cmena set forth in
our Policy and Procedures Regarding the Quallﬁcallon Identification, Consideration and Selection of Director
Candidates (lnc]udmg Stockholder Nominees). These criteria include the candidate’s independence, knowledge,
judgment, diversity, age, skills, educauon character, Standing in the commumty and industry lb.nd financial
background and experience. The committee does not assign specific wclghts to pamcular criteria and‘ no particular
criterion is a prerequisite for éach prospective nominee. We believe that the backgrounds and qualifications of our
directors, conl,ldered as a group, should provide a compos:te mix of expenencc knowleclge and ab11'mes that will

best allow thé board to fulﬁll its re‘;pon51b|l|t1es ‘ Y

Stockholders may recommend individuals to the Nominating and Corporate’ Governance Commitiee for
consideration [as potential director candidates by submitting their names, together with appropriate biographical
information and background materials including materials to determine whether the candidate is mdependent from
us, a resume of the candidate, a consent from the candidate and a description.of any arrangements or, ‘undertakings
between the stockholder. and the’ candidate regarding nomination, proof that'the stockholder or group of stock-
holders makmlg the recommendation has beneficially owned our common stock for at least a year as of' the date such
recommendauon is made and such other information .as reasonably requested by us, to the Nommaung and
‘Corporate Governance Committee, c/o General Counsel, Volcom, 1740 Monrovia Avenue, Costa Mcba, CA 92627.
Assuming tha't appropriate biographical and background material has been provided on a nmoly basis, the
committee w1ll evaluate stockholder-recommended candidates by followmg substantially the same process, and
applying substantmlly the same criteria, as it follows for candidates recommended by our board or’ othcrs If the
board determmee to nominate a slockholder-recommended candidate and recommends his or her electlon then his
or her name will be included i in the proxy card for the next annual meeting. , ‘

Code of Ethi'cs and Business Conduct o ' .'j

Our board of directors has adopted a code of business conduct and ethics that apphes to all of our employees,
executive officers and directors. Our code .of business conduct and ethics is posted on ;our website,
www.volcom. cl :om, under the Investor Relations section. In addition, a copy of the code of bumbcss conduct
and ethics wnl] be provided without charge upon request to the Corporate Secretary, Volcom, Inc., 1740 Monrovia
Avenue, Costa Mesa, California 92627. We intend to disclose future amiendments to certain prov1smns of our code
of business conduct and ethics, or waivers of such provisions, appllcable to our directors and execuuve officers, at
the same location on our website identified above. The inclusion of our website address in this proxy statement does
not include or,incorporate by reference the information on our website into this proxy statement. .1




Director Compensation

The table below summarizes the compensation rece:ved by our non-employee directors for the year endecl

December 31, 2006 '

(0

(2)

3

: Fees Earned or Option All Other Total
Director Paid in Cash(1) Awards(2) Compensation(7) Compensation
René R. Woolcott. . . .............. $80,958 $0 $0 $80,958
Douglas'S. Ingram. .. ............. © $18,504 $0 50 $18,504
Anthoriy M. Palma. . .. .. e $16,500 $0 $0 $16,500
Joseph B. Tyson .................. $20,004 50 $0 $20,004
Carl W. Womack .. .......0....... $21,004 s0 $0 $21,004

Kevin G. Wulff .. ................ $16,500 $0 50 $16,500

Any member of our board who i$ also an employee does not receive any additional compensation for serving on
our board of directors. Our Chairman, René R. Woolcott, was considered a Volcom employee with a salary of
$125,000 through April 2006. In May 2006, he became the non-employee Chairman of Volcom. As of May
2006, René R. Woolcott has not been considered an employee of Volcom and has received an apnual retainer of
$60.000 per year for his services as Chairman of the board of directors; he does not receive any equity awards.

in 2006, $36 458 of his fees earned were as an employee of Volcom and $44 500 of his fees earned were board
fees for his Service as the non- employee Chairman of the board of directors. Our other non-employee directors
receive an annual retainer of $30 000, effective January 1, 2007, payable in monthly installments. An additional
annual retainer.of $5,000 is paid to the Audit Committee Chairperson and an additional annual retainer of
$2,000 is paid to each other commitiee chairperson.-Moving forward, annual service for this purpose relates 1o
the approximate 12-month period between annual meetings of our stockholders. A prorated annual retainer is
paid to any person who becomes a committee chair on a date other than the date of the annual meeting of our
stockholders. Our Board members are expected to attend each meeting of the board of directors and their
respective committee meetings and so we do not pay a per-meeting attendance fee. We reimburse Board
members for reasonable travel expenses in connection with attending Board and committee meetings.

Each of our non-employee directors received an initial option to purchase 5,000 shares of our common stock on
the c[osing of our initial public offering on June 29, 2005, 100% of which vested on December 15, 2005 (René
R. Woolcott was considered an employee at this time and did not receive this initial option grant). Effective at
the 2007 Annual Meeting of Stockholders, each non-employee director is entitled to receive an annual option to
purchase 2, 000 shares of our common stock on the date of the annual meeting, which option vests in full on the
first anniversary of the date of grant. Ali options are granted with an exercise price equal to the closing sale price
on the date of grant, have a ten year term and their vesting is conditioned upon continued service on the board
through the vesting date. o

As of December 31, 2006, each non-employee director, other than René Woolcott, held 5,000 fully-vested
options. René Woolcott does not hold any options to purchase our common stock.

| FEES PAID TO DELOITTE & TOUCHE LLP

The fo[lowmg table presents the aggregate fees billed for the mdlcated services performed by Deloitie &

Touche LLP during the years ended December 31, 2005 and December 31, 2006.

} _ 2005 2006
Audit Fees .. ..o e $507,740  $586,658
Audit-Related Fees . .. .. .. e e e e 263,866 30,174
TaX FEES .. oo oottt e 85988  173.512
All Other Fees . ... . e e 0 0
Total Fees.............. e $857,594  $790,344




—
' -

Audit Fe(:s Audit Fees consist of fees billed by Deloitte & Touche LLP for professional services rendered in
connection wplth the audit of our annual consolidated financial statements for 2006 and 20035, the audit of our
internal control over financial reporting, the review of interim consolidated financial statements included in our
quarterly reports on Form 10-Q and other regulatory filings, including our 401(k) plan audit. !

Audet-ReJated Fees. Audit-Related Fees consist of fees billed for professional services that are rcasonably
related to the ﬁerformance of the audit or review of our consolidated financial statements but are not réported under
“Audit Fees. | Such fees include, among other things, initial public offering and secondary. offermg filings,
acquisition-related work and certain consultations concerning financial accounting and reporting qtanddrds

Tax Fees. Tax Fees consist of professional services for tax compliance and strategy activities, 1ncludmg the
preparation of federal and state tax returns and related compliance matters. “

All Other, Fees. There were no fees billed by Deloitte & Touche LLP for other services in 2006 or 2005.

In consnd'=r1ng the nature of the services provided by Deloitte & Touche LLP, the Audit Commmee determined
that such servnccs are cornpatlble with the provision of independent audit services. . \i

Policy on Audit Committee Pre-Approval of Audit and Permissible Non- Audit Services 1

The Aud;t Committee is responsible for reviewing the terms of the proposed engagement of thc independent
registered publlc accounting firm for audit or permissible non-audit services and for pre- approvmg all such
engagements. |Any proposed services exceeding $5,000 require specific pre-approval by the Audlt Committee.
Services below $5,000 must be of the types specifically pre-approved by the Audit Committee and the Audit
Committee is mformed of all engagements of our independent registered public accounting firm. In provndmg any
pre-approval, the Audit Committee considers whether the services to be approved are consistent with the SEC’s
rules on auditor independence. In fiscal year 2006, all of the fees paid to our independent reglsterecl public
accounting firm were pre-approved by the Audit Committee pursuant to our policy.

i)
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OWNERSHIP OF SECURITIES -

The following table sets forth as of March 16, 2007 the number and percentage of the outstanding shares of
Yolcom common stock which, according to the information supplied to us, are beneficially owned by (i) each person
who, to our knowledge, is the beneficial owner of more than 5% of our outstanding common stock, (ii) each person
who is currently a member of our board of directors or is a nominee for election to our board of directors, (iii) each
named executive officer in the Summary Compensation Table that appears below and (iv) all of our current directors
and executive officers as a group.

Beneficial: ownership is detenfnined in accordance with the rules of the SEC. Except as indicated in the
footnotes to this table and pursuant to state community property laws, each stockholder named in the table has sole
voting and investment power for the shares shown as beneficially owned by such stockholder, Percentage of
ownership is based on 24,367,920 shares of common stock beneficially owned on March 16, 2007. The number of
shares of common stock outstanding used in calculating the percentage for each listed person and entity (and for all
exccutive officers and directors as a group) includes common stock underlying options held by that person or entity
(or by all executive officers and directors as a group, as the case may be) that are exercisable within 60 days of
March 16, 2007, but excludes common stock underlying options held by any other person or entity, We do not
currently permit pledges of our 'securities by Section 16 persons.

) Total Beneficial : ]
Rights to Ownership of Percentage of

' : Voleom Common Acquire Yolecom Voleom Common Common Stock
Name and Address Stock Owned (#) Common Stock(#)(1) Stock(#) Beneficially Owned
5% Holders Not Listed Below: | ‘ ‘ .

Kwock Family Trust(2) ........... 2,575,837 0 2,575,837 10.6%
Directors: : ,
René R. Woolcott . .-, . ........ ... 2,656,788 ‘ 0 2,656,788 10.9%
Richard R. Woblcott(3) ............ 3,770,932 0 3,770,932 15.5%
Douglas S. Ingram. . ............. 2,500 5,000 7,500 *
Anthony M. Palma. . .......... L 0 5,000 5,000 *
Joseph B. Tyson. . ............ o 0 5,000 ~ 5,000 *
Carl W. Womack . ......... e 10,000 5,000 15,000 *
Kevin G. Wulff ... ........... e ' 620 5,000 5,620 *
Named Executive Officers:

Douglas P. Collier(4) . . . ....... L 396,824 0 396,824 " 1L6%
Jason W, Steris . ............. S 100,000 0 100,000 *
TomD. Ruiz(5).............. e 41,957 23,000 64,957 *
Troy C.Eckert.,.............0.. 119,872 0 119,872 *
All executive officers and directors

as a group (13 persons) . ... .. .. 7,100,673 57,000 7,157,673 29.4%

' i
* Represents less than 1% !

(1} Represents shares of common élock that the holder may acquire upon exercise of currently vested options or
options that will become vested within 60 days after March 16, 2007.

(2) This information is based on a Schedule 13G filed by the Kwock Family Trust with the SEC on February 12,
2007. Such shares were previously held by the Malcolm Trust. Stephanie Kwock, as the seitlor of the Malcolm
Trust, revoked the Malcolm Trust and transferred these shares to the Kwock Family Trust on March 10, 2006.
Stephanie Kwock and, her husband, Daniel Kwock are the trustees, trustors and beneficiaries of the Kwock
Family Trust, each with the unilateral power to revoke the trust. As trustees, each of Stephanie and Daniel
Kwock is deemed to have shared voting and investment power with respect to the shares held by the Kwock
Family Trust. The address for the Kwock Family Trust is 411 East Carrillo, Santa Barbara, California 93101.

(3) Mr. Richard Woolcott is also a Named Executive Officer.
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(4) Represents shares heid by The Collier Family Trust. Douglas Collier is the Co-Trustee of The Colher Family
Trust, and exercises sole voting and dispositive power with respect to these shares. r1

(5 Represen?].s shares held by The Ruiz Family Trust. Tom Ruiz is the Co-Trustee of The Ruiz Farriily Trust, and
exercises sole voting and dispositive power with respect to these shares

¢

!
. , o
l

] SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE ',

The menbers of our board of dlrectors our executive officers and persons who beneficially oivn more than
10% of Vo]co'm s outstanding common stock are subject to the requrrements of Section 16(a) of the Exchange Act,
which requrres them to file reports with the SEC with respect to their ownership and changes in the1r ownership of
common stock and other derivative Volcom securities, Based upon (i) the copies of Section 16(a) repons that we
received fronir such persons for their transactions in 2006 in Volcom securities and their holdmigs of Volcom
securities, and (ii) the written representations received from one or more of such persons that no unﬁled annual
Form 5 reports were required to be filed by them for 2006, we believe that all reporting requrremems under
Section 16(a} for such year were met ina umely manner by our directors, executive officers and beneficial owners of
greater than 10% of our common stock, except that the Kwock Family Trust was late filing one report, }:oncemmg an
exempl transcrcuon in December 2006.

A H . - . . . f -y
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VOLCOM EXECUTIVE OFFICERS

The followmg lable sets forth, as of March 16 2007, our execunve officers. )

. d .

' Richard. R Wooelcott, 41, serves as our President, Chief Executive Officer and Director. 'His biography i is
contained in Lhe section of this proxy statement entitled “Election of Directors.” [I
- o ‘

Douglas P. Collier, 44, has served as our Chief Financial Ofﬁcer and Secretary since 1994, He has also served
as our Treasurer since April 2005. From 1991 to 1994, Mr. "Collier served as Controller at Mary Tyler Moore
Studios. Mr. Gollier was a Senior Tax Specialist with KPMG from 1987 to 1990. Mr. Collier is a licensed Certified
Public Accou'ntant He earncd a B. S. in Business Administration and an M.S. in Accounting from Sim Diego State
University.

Jason W!Stens, 37 Jason has served as our Chief Operating Officer since 1998. From 1995 to 1998 he served
as our Natlonfs.l Sales Manager and from 1993 to 1995 he served as our Southern California Sales Representanve
Prior to Mr. Steris joining us in 1993, he worked in action sports retail for eight years with Laguna Surf & Sport in
vanous posmons, mcludmg store manager and buyer. . -.:

. Tom D. sz, 46, has served as our Vice President of Sales since 1998. Prior to joining us, Mr. Rurz was the Vice
President of ‘;ales and Marketmg for Yaga Clothing from 1994 to 1998, From 1990 to 1994, he was owner and
President of Bleick Jeans. Prior to forming Bleick Jeans, he held numerous sales positions with Qutksrlver Inc.
from 1984 to l1990 Mr. Ruiz has served as a member of the board of directors of the Surf Industry Manufaclurers
Association since 2005.

Troy C. Eckert, 34, was [he third person to join us and has served as our Vice President of Marketmg since
January 2001! Prior t6 January 2001, he held the position of Ma.rketmg Director since 1994. Mr. Eckert joined us in
1991 as our main team rider and as a'marketing assistant. In addition to his overall marketing duues‘ Mr. Eckert is
charged with ldevelopmg our skateboarding, snowboarding and surfing teams, our special events programs and co-
developing Vrreco Productions.-He is a world class surfer and a three- ume champion of the H20 Winter Classic
combinéd surf/snow competition. St o o
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EXECUTIVE COMPENSATION.

Compensation Discussion and Analysis

General Compensation Policy. Volcom' is guided by the following key principles in determining total
compensation and the combination of the elements of total compensation for executive management:

L. Cdmgelition. Compensation should reflect the competition in the marketplace so that Volcom can
attract, ret"ain and motivate talqnted executives to ensure Volcom’s long-term success. -

2. Accountability for Business Performance. Compensation should be partly tied to Velcom’s financial
performance so that executives are held accountable through their compensation for Volcom’s performance.

3. Accountability for Individual Performance. Compensation should be oftentimes tied to the indi-
vidual’s performance to encourage and reflect contributions to Volcom’s performance, which may not be fully
evident in our overall performance. When reviewing individual performance the Compensation Committee
looks at levels of responsibility; specific accomplishments, prior experience and breadth of knowledge.

4. Alignment with Stockholder Interests. The interests of management and stockholders should be
aligned. The Compensation Committee believes that these interests are best aligned through rewarding
executives for Volcom performance and judging Volcom’s performance against its competition.

Determination of Compensation. The Compensation Committee reviews the compensation, including prior
equity awards, of each executive officer of Volcom from the past year when setting compensation for the current
year. The Compensation Committee reviews the following benchmarking data when setting each element of
executive compensation: (i) competiters in the action sports apparel market; (ii) similarly sized apparel companies
based on geography, revenue, earnings and market capitalization; and (iii} similarly sized companies in other
industries based on geography, revenue, earnings and market capitalization. Companies reviewed for benchmarking
purposes in 2007 included the following: Quiksilver, Billabong, Oakley, Sketchers, Guess?, Ashworth, Columbia,
Hampshire, Kenneth Cole, Cutter & Buck, Oxford Industries, Kellwood, Big Dog, Hot Topic, Jos A. Bank, Under
Armour, Zumiez, Trizetto Group and Epicor Software. Based upen the benchmarking data, the Chief Executive
Officer and Chairman recommend to the Compensation Committee each executive’s compensation other than the
compensation of the Chief Executive Officer. The Chief Executive Officer’s compensation is recommended to the
Chairman of the Compensation Commiittee by the Chairman of the board of directors after consultation with the
Chief Executive Officer. The full Committee then discusses and approves the Chief Executive’s compensation.

Elements and Composition of Total Executive Officer Compensation.  The Compensation Committee apblies
the following guiding philosophicaljprinciples in developing and establishing the elements of Volcom’s executive
management compensation program and in determining the compensation for each executive. Volcom’s executive
compensation program is desngned to provide a bd!anced mix of pay that mcorporates “the following key
components:

1. Annual Base Cash Compensation. Base sa]ary is targeted at the 50th percentile level of comparable
apparel/action sports companies. In February 2006, base salaries were increased significantly from $175,000
to $300,000 for Messrs. Collier, Steris and Ruiz and from $150,000 to $225,000 for Mr. Eckert to reflect the
increased responsibility associated with our being a public company, decreased bonus potential in the 2006
Cash Bonus Plan for the 2005 bonuses paid, and market base salaries for similarly sized public compames in
the apparel and action sports industry. Mr. Woolcott's 2005 salary and bonus potential were set prior to the
establishment of the Compensanon Committee. Mr. Woolcott’s base salary was $220,000 in 2005. The
Compensation Committee increased Mr. Woolcott’s base satary for 2006 to $375,000 to better align
Mr. Woolcott’s salary with othler public company chief executive officers in the apparel and action sports
mdustry, to recognize the responsibilities associated with leading a public company and to compensate h1m for
a decreased bonus potential compared to when the Company was private.

In January 2007, base salaries were increased from $300,000 to $320,000, an approx1mate 6.7% increase, for
Messrs. Collier, Steris and Ruiz and from $225,000 to $250,000, an approximate 11% increase, for Mr. Eckert
to reflect market base salaries for similarly sized public companies in the apparel and action sports industry. In
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February 2007, Mr. /Eckert s salary was increased to $320,000 effective July 1, 2007 to reflect Mr, Eckert’s
continuing contributions to Volcom. Annua! base compensation is generally determined-‘based on the
application of.compensation benchmarking, prior-year Volcom' performance, and the current year Volcom
perform'ance outlook. Volcom prefers to review benchmarking data, prior year performance and forecasted
outlock! when determining base compensation rather than relying upon a formulaic percentage increase over
the pnor year.

2. |Armual Cash Bonus. Executive bonuses are targeted at a level that would allow total compensation
(mcludmg base salary, cash bonus and the value of long-term equity incentive compensation) to be between the
S0th and 75th percentile of total compensation for comparable companies, such as those used in the
benchm;arkmg studies.

*

The 20()6 Cash Bonus’ Plan is designed to reward exécutive and senior management-level emp]oyees for
primarily Company performance and to a lesser extent individual performance. A total of ten employees participate
in the plan. The total potential bonus for any individual is between 50% and 75% of that person’s base salary, based
on position, as set forth in the table below for our named executive officers. The Compensation Committee designed
this program|to ensure that mcreasmg portions of compensation are “at risk” depending upon Company perfor-
mance for thpsé members of executive and senior management with the greatest influence on corporate results.
Cash bonuses under the plan were paid after the end of the fiscal year, in a lump sum to those officers employed by
the Company at December 31, 2006. :

I Bonus Bonus
\ : : Bonus Potential Potential
. ) ) Potential as a_ Based on Basedon ' !

) Percentage of  Individual Corporate  Total Bonus
Named Executive OfTicer ' Salary Goals Goals - Potential

Mr. Woblcott - ... ST o 5% 0 100%  $281,250
" Mr. Collier ... ...... e T 75% 0 100%  $225,000
ML SEEHS « o oot e . 15% 0 100%  $225,000
ML RUIE . o oo e © N/A 100  NA  $290,000%
Mr. Bekert. .. .o T 50% 50%  $112,500

Volcom Performance Component.  The portion of the bonuses, based on Volcom performance, was measured
against pre-determined performance thresholds for our earnings per share, as described below:

Consolidated 2006

Percentagte of Bonus Potential " Diluted Earnings Per Share
100% . oo AU SR PR $1.13 or highér
80% ... U o 7 sL10$1.12
60% . L. SRR $1.07-51.09

Q0% . oo e $1.05-$1.06
0% ... SR e L e e $1.03-$1.04

0% . ..0 ............... . $1.02 or less '

One hur{dred percent of the Volcom performance bonus potential was awarded to each of the Named Executive
Officers in February 2007. o

Indawdual Petformance Componem Individual performance bonuses were measured against'pre deter-
mined objectwes that reflect what each executive or senior member of management must do in order for Volcom to
meet its short-and long-term business goals. Individual objectives vary in detail and subject matier based on the
officer’s depirtment. Typical objectives include achieving sales, financial, profit margin and development objec-
tives; executing strategic transactions; increasing productivity and operating measures and identifying and
1mplementm'r cost 'reduction and efficiency measures. For fiscal 2006, Mr. Eckert’s individual performance
measures wexe for certain defined marketmg goals. Mr Eckert was awarded his full bonus in February 2007 for his
2006 mdmd.lal performance. : C : |

' * '
‘ 15




Ruiz Bonus. Mr. Ruiz’s 2006 bonus was tied to achieving certain pre-determined product sales targets and
achieving certain pre-determined margin targets, as set forth in the table below (excludes royalty payments);

Sales Growth Target %* Bonus Product Margin % Bonus

0-15%. + v s e e e . $0 - 48.0% $65,000
15-18%0. o v ot e 45,000 48.5% 75,000
182000 . v o v oo e e e 70,000 490% 90,000
20259 .« e ‘... 85000 49.5% 105,000
253090 . o e ... 125000 50.0% 115,000
3005 « . e e 165,000 505% - 125,000

* The Sales Growth Target Percentage is paid at a rate of 0.5% for all product sales by Volcom in excess of
$170 million. Mr. Ruiz’s Sales Growth Target Bonus could have exceeded $165,000 had Volcom exceeded 30%
growth in product sales, in which case Mr. Ruiz’s total bonus could have exceeded $290,000.

4

In February 2007, Mr. Ruiz was awarded a bonus of $245,928 based on the criteria described above.

At the end of the fiscal year the Compensation Committee meets to review and certify fiscal pcrfor;nance and
individual performance. The Compensation Committee retains the discretion to award bonuses if the performance
goals are not met and to provide additional compensation if the goals are exceeded. Historically, the Compensation
Committee has not exercised this discretion.

3. Long-Term Equity and Cash Incentive Compensation. To date, long-term equity and cash incentive
compensation has not played a significant roll in total compensation and is reserved for rewarding the performance
of individual executives that have shown significant contributions to Volcom’s performance, for members of
executive management who significantly exceed their individual goals and contribute their time and efforts well
above that expected of their position or for executives that do not have a significant ownership interest Volcom.

The grant of long-term equity incentive compensation (including stock coptions and restricted stock) is
considered by the Compensation Committee on a case-by-case basis. The Compensation Committee does not
currently view long-term incentive compensation as a meaningful component of total executive compensation and
destres to minimize stockholder dilution. Most of the current members of senior management have considerable
ownership in Volcom, which ownership the Compensation Committee believes sufficiently aligns the current
executive team’s interests with the interests of Volcom’s stockholders. The Compensation Committee did not grant
any long-term equity or cash incentive compensation during 2006 to any named executive officers. All equity grants
require the approval of the Compensation Committee.

4. Other Elements of Total Compensation. Volcom does not offer its executives any type of non qualified
deferred compensation, defined contribution plan, or defined benefit plan, nor do we have any severance or change
in control arrangements with any executive officer. We do provide a 401(k) for all employees, including executives,
with Volcom matching up to six percent of the contribution limit.

Our Chief Executive Officer receives an automobile allowance of $21,400 per year, which amount we believe
is sufficient to provide for the lease of an automobile and all insurance, repair and fuel costs. No other executive of
Volcom receives any perquisites that are not available to all employees of Volcom.

5. Policies with Respect to Security Ownership Requirements. - Volcom does not have a policy with respect
to security ownership; most of the current members of senior management have considerable ownership in Volcom,
which ownership the Compensation Committee believes sufficiently aligns the current executive team’s interests
with the interests of Volcom's stockholders. Volcom does not cutrently permit executives to hedge their position in
Volcom stock. "

6. Policy on Deductibility of Compensation. Sectien 162(m) of the Internal Revenue Code of 1986, as
amended, limits the tax deductibility by a company of annual compensation in excess of $1,000,000 paid to the
chief executive officer and any of its four other most highly compensated executive officers. However, certain
performance-based compensation ils excluded from the $1,000,000 limit if, among other requirements, the
compensation is payable only upon attainment of pre-established, objective performance goals and the board
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of directors committee that establishes such goals consists only of “outside directors.” Additionally, stock options
will qualify for the performance-based exception where, among other requirements, the exercise price ‘of the option
is not less than the fair market value of the stock on the date of grant, and the plan includes a per-execuuve limitation
on the number of shares for which options may be granted during a specified penod .
I f
. Al members of the Compensation Committee qualify as outside directors under Section 162(m) The 2005
Incentive Awalrd Plan, approved by Volcom stockholders in June 2005, was designed to meet the performance -based
criteria of Section 162(m) of the Internal Revenue Code of 1986, as amended. Any stock option grants are expected
1o qualify as plerformance based compensation. Our 2006 Cash Bonus Plan is designed with the intent to meet the
performance- -based criteria of Section 162(m) of the Internal Revenue Code of 1986, as amended. While the tax
- impact of any! compensation arrangement is one factor to be considered, such impact is evaluated i light of the
Compensanon Comrnittee’s overall compensation philosophy. The Compensatlon Committee will consider ways to
maximize the deductibility of executive compensation, while retaining the discretion the Compensation Committee
deems necessary to compensate officers in a manner commensurate with performance and the competitive
environment for executive talent. However, from time to time the Compensation Committee may award com-
pensation which is not fully deductible if the Compensation Committee determines that such award is consistent
with its philos;'ophy and is in the best interests of Volcom and its stockholders, ‘

i

Summary Cdlmpimsation Table . |

The follolwmg table shows the compensation awarded, paid to, or earned by our Chief Executlve Officer, our
Vice Pre51dent Finance and three other executive officer whose total compensation exceeded $lOO 000 in fiscal
year | 2006 for services rendered in all capacntles to us and our subsidiaries for the year ended December 31, 2006:

Non-Equity
! Option Incentive Plan All Other Total
Name and Principal Position Year Salary Bonus Awards{l) Compensation(2) Compensation(3)} . Compensation
Richard R. ngmlcott, ..... 2006 $375,000 0 0 $281,500 $22,300 . $657.400

President and Chief .
Executive Oil'ﬁcer ) . o ' . .i

Douglas P. Collier, . ... ... 2006 $300,000 0 0 $225,000 $ 900 ’ $525,900
Chief Financial Officer, ’
Secretary am'i Treasurer . .

Jason W, Steris, ......... 2006 $300,000 1] 0 $225,000 $ 900 $525,900
Chief Operating Officer

Tom D.Ruiz, . .......... 2006  $300,000 0 $42964 $245,928 $ 9S00 ' $589,792
Vice President of Sales . : ‘

Troy C. Eckert ......... 2006 $225,000 $56,250 0 $ 56,230 $ 840 ' $338,340
Vice Pre51dent of ' - '
Marketing I . . . ) .

e ———— H

(1) The ammlmts shown represent the compensation cost recognized by us in fiscal 2006 related to the grant of
50,000 options granted on June 29, 2005 to Mr. Ruiz. For a discussion of valuation assumptions, see Note 10 to
our 2006 FConsolldated Financial Statements included in our Annual Report on Form 10-K for the year ended
December 31, 2006.

2) Represems cash awards payable under the 2006 Cash Bonus Plan. The total potential bonus is between 50% and
75% of the officer’s base salary based on position. The bonus payable to each of Messrs. Woolcott, Collier and
Steris is based 100% on the Company s actuoal earmngs per share against pre-established targets. Since we
exceeded the fiscal 2006 earnings per share maximum target of $1.13, these named executive officers received
100% of Lhe1r bonus potential for fiscal 2006. Mr. Eckert’s bonus is payable 50% based on our earnings per
share agamst pre-established targets (as discussed above) and disclosed under “Non-Equity [ncentlve Plan
Compensition”, and 50% based on individual performance against pre-established markelmg targets and
disclosed|under “Bonus.” Mr. Eckert received 100% of his bonus potential based on us exceeding the fiscal
2006 earnings per share target and his pre-determined marketing goals. Mr. Ruiz’s bonus is payable approx-
imately 7% based on achieving certain pre-determined sales targets and approximately 43% based on -
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achieving certain pre-determined gross margin targets. See “Compensation Discussion and Analysis” and
* “Grant of Plan Based Awards” for a more complete description of the 2006 Cash Bonus Plan. =~ -

(3) The amounts shown con51st of amounts received by the named executive ofﬁcers in the form of 401 (k) matching
contributions and an automobile allowance for Richard Woolcott as follows: "

Named Executive Officer ' s Year ° Auto 401(k) contrlbutlon
Richard R. Woolcott ... ...:................... ... 2006 $21,400, '$900
Douglas P. Collier . ... i i, 2006 0 $900
Jason WoSteris ... ... .. ... .. .. 2006 0 $900 -
Tom D. Ruiz .. ... S R T e 2006 0 $500
TroyCEckert 2006 0 " $840

Grants of Plan-Based Awards

Potential Payouts Under Non-Equity
: . Incentive Plan Awards(1) -

Name - ’ . Grant Date  Threshold Target Max.

Richard R. WooICOtt. . .. .. oovvteiteeans .. 2/9/2006 $ 56,250  $281,250  $281,250
Douglas P. Collier ........ PR 2/9/2006  § 45000 $225000  $225000
Jason W. Steris. .. ............... T 2/9/2006  $ 45,000 $225000  $225,000
Tom D. Ruiz . ........... FUUUT . 2/9/2006.  $110,000  $290,000  $290,000
Troy C. Eckert. .......... e 2/92006  $ 11,250 $ 56,250 $ 56,250

!

(1) The 2006 Cash Bonus Plan is designed to reward executive and senior management-level employees for both
~ their (i) individual performance and (ii) for the Company’s performance, The total potential bonus is between
50% and 75% of the officer’s base salary based on position. Bonuses are payable to Messrs. Woolcott, Collier
and Steris based solely on the Company’s performance against targeted earnings per share for fiscal 2006 of
$1.13, with 100% of the maximum bonus payable if the targeted earnings per share are achieved, and a pro rata
portion of the maximum bonus payable if less than targeted earnings per share are achieved, based on 20%
increments of target. Thus, the threshold payment is 20% of the maximum bonus payable if our actual earnings
per share is $1.03 or greater. No bonus is payable if earnings per share is $1.02 or less. Mr. Eckert’s bonus is
payable 50% based on earning per share performance, as described above, and 50% for individual performance
for certain pre-determined marketing goals. Mr. Ruiz's bonus was tied to achieving certain pre-determined sales
targets and achieving certain pre-determined gross margin targets. Mr. Ruiz’s maximum could have exceeded
$290,000 had we exceeded 30% product sales growth. See “Compensation Discussion and Analysis” for a more
complete description of the 2006 Cash Bonus Plan. See the “Summary Compensation Table” for the actual

awards paid under the 2006 Cash Bonus Plan based on fiscal 2006 performance. -

Outstanding Equity Awards

1

The following table sets forth summary information regarding the outstandmg equity awards held by each of
our named executive officers at December 31, 2006:

! Number of Number of
[ ’ Securities Securities .
) Underlying Underlying - .
’ Unexercised Unexercised . Option
. : . . Options Options | Option Expiration
Name o . Exercisable Unexercisable  Exercise Price Date
TomD.Ruiz .. ............... e 30,000 20,000(l) $19.00 6/29/2010‘

(1) These options vest in equal annual increments of 20% on the anniversary of the grant date of June 29, 2005,
subject to continued employment on such date.
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Stock Exercises and Vesting . ‘ .

None of our named executive officers exercised any options during fiscal 2006. None of our named executive
officérs holds any shares of restricted stock or any othier stock awards subject to vesting requirements.
i . . o . ) 1
|

Potential Pawlrments Upon Termination or Change-in- Control [

We do not currently have written employment agreements w1th any of our named executive ofﬁcers nor do we
have any other arrangements, agreéments or understanding prov1d1ng benefits to any of our named executive
officers with any payments or benefits upon termination of employment or a change in control. A

. o : g

M . 4 . ' . . '

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

. . 1
None of the eunent members of our Compensation Cio,m_r'nittee }fas, ‘at any time, been one of our executive
officers or em'ployees or an executive officer or employee of our subsidiary. None of our executive offﬁcers has ever
served as a mémber of the board of directors or compensation committee of any other entity that has or had one or
more execun\:e officers serving on our board of directors or our Compensation Committee. 1

1
1 c

COMPENSAT]ON COMMITTEE REPORT

i : -af, B
The Compensation Commntee ha:, revnewed and dlSCUSde the Compensanon Discussion and Analysis with
management, and based on the review and discussions, the Compensation Committee recommended to the board of
directors that the Compensation Discussion and Analysis be included in our 2006 Annual Report on Form 10-K and
in this proxy statement for the 2007 annual meetmg of stockholders

Submmed by the Compensation Committee of Volcom § board of directors:

. ’ Carl W. Womack (Chair) - f
L “+,, Douglas S. Ingram g :
e . , . Kevin G. Wulff . :
| AUDIT COMMITTEE REPORT ‘:
The follo‘wmg is the report of the Audit Committee with respei:t to Volcom's audited financial sl:tatements for
the year ended December 31, 2006 and the notes therefo.; . g

Review wnh Management The Audlt Commlttee has reviewed and discussed Volcom's audlted financial
statements with managcmem ’ "
it A m 1

Review and Dzscusszons with Independem Accountams ' The Audit Commmce has discussed with Deloitte &

Touche LLP, Volcom s independent registered . public accounting firm, the matters required to be discussed by

SAS 61 (Codmcauon of Statements on Accounting Standards} which includes, among other items, matters related

]
to the conduc1 of the audit of Volcom’s financial statements.

The Audl't Committee has also received written disclosures and the letter from Deloitte & Touche LLP required
by Independetlice Standard$ Board Standard No. | (which relates to the accountant’s independence from Volcom
and its related entities) and has discussed with Deloitte & Touche LLP their independence from Volcom.

Conclusulm Based on the review and dlscussmns referred to above, the Audit Committee recommended to
the board of d1rectors that Volcom’s audited financial statements be included in Volcom’s Annual Report on
Form 10-K fo!r the year ended December 31 2006.

Submitted by the Audit Committee of the board of directors:
LN |
| Joseph B. Tyson (Chair)
! Anthony M. Palma
Carl W. Womack
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Notwithstanding anything to the contrary set forth in any of the Company’s previous filings under the
Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended, which might incorporate
future filings made by the Company under those statutes, the preceding Compensation Committee Report and the
Audit Committee Report will not be incorporated by reference into any of those prior filings, nor will such report be
incorporated by reference into any future filings made by the Company under those statutes.

i

RELATED PARTY TRANSACTIONS |

In accordance with our Audit'Committee charter, our Audit Committee is responsible for reviewing and
approving the terms and conditions of all related party transactions. Although we have not entered into any financial
transactions with any immediate family member of a director or executive officer of our company, if we were to do
so, any such material financial transaction would need to be approved by our Audit Committee prior to our company
entering into such transaction. A report is made to our Audit Committee annually disclosing all related parties that
are employed by us and related parties that are employed by other companies that we had a material relationship
with during that year, if any. No reportabie transactions occurred during fiscai 2006.

Indemnification Agreements
S y
We have entered into indemnification agreements with our executive officers and directors containing
provisions that may require us, among other things, to indemnify them against certain liabilities that may arise

by reason of their status or service as executive officers or directors.

OTHER INFORMATION

2006 Annual Report to Stockholders

A copy of our 2006 Annual Report to Stockholders has been mailed concurrently with this proxy statement to
all stockholders entitled to notice of and to vote at the annual meeting. The 2006 Annual Report to Stockholders is
not incorporated into this proxy statement and is not considered proxy solicitation material.

~

Form 10-K for Year Ended December 31, 2006 .

On March 14, 2007 we filed with the SEC an Annual Report on Form 10-K for the year ended December 31,
2006. The Form 10-K has been reprinted as part of our 2006 Annual Report to Stockholders. Stockholders may also
obtain a copy of the Form 10-K and any of our other SEC reports, free of charge, from the SEC’s website at
www.seC.gov or from our website at www.volcom.com, or by writing to Investor Relations, Volcom, Inc., 1740
Monrovia Avenue, Costa Mesa, California 92627. The Annual Report on Form 10-K is not incorporated into this
proxy statement and is not considered proxy solicitation material.-Information contained on our website, other than
this proxy statement, is not part of the proxy solicitation material and'is not incorporated by reference herein.

By Order of the board of directors,

Douglas P. Collier )

Chief Financial Officer, Secretary and
Treasurer

Costa Mesa, California _ . t
March 30, 2007
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Can [ change my

vote after I have voted? H
1
Any stockholder has the power to revoke his or her proxy at any time before it is voted. A proxylmay be
revoked by a stockholder of record by delivering a written notice of revocation to our Corporate Secretary, by
presenting a later- dated proxy executed by the person who executed the prior proxy, or by attendance at the annual
meeting and votinglin person by the person who executed the proxy. Attendance at the annual meeting w1ll not, by
itself, revoke a proxy. If your shares are held in the name of a broker, bank or other nominee, you may change your
vote by submitting [new votmg instructions to your bank, broker or other record holder. Please note that if your
shares are held of gecord by a broker, bank or other nominee, and you decide to attend and vote at the annual
meeting, your vote in person at the annual meeting will not be effective unless you present a proxy, 1ssued in your

name from the record holder, your broker.

How and when may I submit a stockholder proposal for the 2008 annual meeting of Stockholders?

‘In the event that a stockholder desires to have a proposal considered for presentation at the 2008 annual
meeting of stockholders, and included in our proxy statement and form of proxy card used in connection with such
meeting, the propoclal must be forwarded, in writing, to Volcom’s Corporate Secretary so that it is recelved'no later
than December'l, 2007 Any such proposal must comply with the requirements of Rule 14a-8 promulgated under
the Securities Exchange Act of 1934, as amended, or the Exchange Act. 'i
1

Ifa stockholder rather than mcludmg a proposal in the proxy statement as discussed above, commences his or
her own proxy solrcltatlon for the 2008 annual meeting of stockholders or seeks to propose. busrrlless for
consideration at that meeting, we must receive notice of such proposal not less than 90 nor more than l!_20 days
prior to the meeting. If the notice is not received on or before February 8, 2008, it will be considered rtfntirnely
pursuant to the advance notice pro’visions of our Bylaws and Rule 14a-4(c)(1) promulgated under the Exchd'r'\ge Act,
and the proxy holders designated by-Volcom will have discretionary voting authority under proxies sohClted for the
2008 annual meeting of stoekholders with respect to such proposal, if properly presented at the meetmg

Please address any stockholder proposals or notrces of proposals to our Corporate Secretary at Volcom Inc,,
1740 Monrovia Avenue, Costa Mesa, California 92627. . k
II

T
X
I
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Can I sign up to access future stockholder communications electronically?'

K

While we do not currently provrde access to future stockholder commumcatlorls electromcally, we expect to be

domg s0 in the future. :

il
i
|

1
v
4 |
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Who will bear the)cost of seliciting proxies?

Volcom will be:

assembly, printing,
furnished to’stockh
custodians Holding
solicitation materia
forwarding solicita
supplemented by s
officers or employs
services.

- This proxy sta

ar the entire cost of the solicitation of proxies for the annual meeting, including the pref)laration,
'and mailing of this proxy statement, the proxy card and any additional solicitation materials
olders. Copies of ‘solicitation materials will be furnished to brokerage houses, fiduciaries and
shares in their names that are beneficially owned by others so that they may forward the
s to the beneficial owners. We may reimburse such persons for their reasonable expenses in
tion materials to beneficial owners. The original solicitation of proxree "by mail “rnay be
slicitation by personal contact, telephone, facsimile, email or any other means by directors,
'es of  Volcom. No additional compensation will be paid to-those individuals for apy such

tement is being mailed to our stockholders on or about March 30, 2007. -
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MATTERS TO BE CONSIDERED AT THE ANNUAL MEETING

_ PROPOSAL ONE:
. f ELECTION OF DIRECTORS |

Our stockholders are being askeéd to elect seven directors for the ensuing year or until the election and
qualification of their respective successors. Directors are elected at each annual meeting of stockholders and hold
office until their successors are duly elected and qualified at the next annual meeting of stockholders. Our bylaws
provide that our board of directors shall consist of between two and nine members, with the exact number of
directors to be determined by resolution of the board of directors. Pursuant to a resolution adopted by a majority of
the authorized number of direciors, the authorized number of members of the board of directors has been set at
seven.

Based upon the recommendation of the Nominating and Corporate Governance Committee, the following
persons have been nominated for re-election to the board of directors at this 2007 annual meeting of stockholders,
The following biographies set forth information as of March 16, 2007 concerning the nominees for directors. .

T

Name, Age, Principal Occupation or Position and Directorships of Other Publicly Owned Companies

Richard R. Woolcont, 41, founded Volcom in 1991 and has served as a director and our President and Chief
Executive Officer since our inception. Mr. Woolcott also served as our Chairman from inception until July 2000,
From 1982 until 1991, he worked in the marketing and promotions department of Quiksilver, Inc., a New York
Stock Exchange, or NYSE, listed action sports company. From 1981 to 1989, he was a sponsored athlete for
Quiksilver. Mr. Woolcott was inducted into the National Scholastic Surfing Association Hall of Fame in 2004 and
was named the Surf Industry Manufacturers Association Individual Achiever of the Year in 2003. Mr. Woolcott was
a member of the National Scholastic Surfing Association National Team from 1982 through 1985 and was selected
as a member of the United States Surfing Team-in 1984. He. earned a B.S. in Business Administration from
Pepperdine University. j . '

René R. Woolcott, 75, has served on our board of directors since our inception in 1991 and has served as our
Chairman since July 2000. From 1985 to the present, Mr. Woolcott has served as Chairman and President of
Clarendon House Advisors, Lid., a privately owned investment company. From 1976 to 1985, he was Chairman and
Chief Executive Officer of Aronson Woolcott & Co., member of the New York Stock Exchange specializing in
institutional equity research. From 1973 to 1976, he was President and Chief Executive Officer of Diebold Venture
Capital. From 1965 to 1973, he acquired control of Pacific Clay Products, a manufacturer of industrial clay building
products, and created its parent, Pacific Holding Corp., where he was Chairman and Chief Executive Officer.
Mr. Woolcott holds a B.S. summa cum laude from New York University and an M.B.A. from Harvard University.

Douglas S. Ingram, 44, has served on our board of directors since June 2005, Mr. Ingram has been the
Executive Vice President, Chief Administrative Officer, General Counsel and Secretary of Allergan, Inc., a NYSE-
listed specialty pharmaceutical company, since October 2006. Prior to that, Mr. Ingram served as Executive Vice
President, General Counsel, Secretary and Chief Ethics Officer of Allergan, Inc. Prior to that, Mr. Ingram served as
Allergan’s.Corporate Vice President, General Counsel, Secretary and Chief Ethics Officer since July 2001. Prior to
that, he was Allergan’s Senior Vice President and General Counsel since January 2001, and Assistant Secretary
since November 1998. Prior to that, Mr. Ingram was Allergan’s Associate General Counsel from August 1998,
Assistant General Counsel from January 1998 and Senior Attorney and Chief Litigation Counsel from March 1996.
Prior to joining Allergan, Mr.  Ingram was, from August 1988 to March 1996, an attorney with the law firm of
Gibson, Dunn & Crutcher. Mr Ingram received a B.A. from Arizona State University and a law degree from the
University of Arizona.

Anthony M. Palma, 45, has served on our board of directors since June 2005. Mr. Palma has been President and
Chief Executive Officer of Easton-Bell Sports, a privately held manufacturer, marketer and distributor of sports
equipment, since April 2006. Prior to that, Mr. Palma served as the President and Chief Executive Officer of Easton
Sports, Inc., since July 1995. Prior to that, Mr. Palma served as Chief Financial Officer of Easton Sports, Inc. since
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YOLCOM, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

As of December 31,
2006 2005
. (In thousands, except

shalje data)
Assets _ o
Current assets; _ ' K
Cash and ca:sh EqUIVAIENLS . .. L e .. $85414 % 71,712
Accounts receivable — net of allowances of $1,323 (2006) and $730 (2005) .....: 34,175 21,408
Inventories | .. ........ ... U e 13,1851 10,833
Prepaid expenses and other current assets ... ....... ... .. e 1,383] 1,366
Income laxei,s receivable .. ... .. ... ... L . —, 479
Deferred income taxes . ... .. e e e e e 2,353 1,110
Total cun:'ent ASSCIS © o vt e e e e e e 136, 5I0 106,908
Property and c:quif)}ﬁent ~ net . . e DA l 1, 527- © 3,467
Investments inI unconsolidated investees . ...... ... ... ... ... . . . . i, . 298’ 298
Deferred income taxes . .. .. ... ... ... ... i . 660 —
Intangib]eassc‘:ts—‘net e e e e e e 386, 451
Goodwill . .. 0 e e 158 158
Other assets. l e e e e e e e e .. 209, 99
Total assits - ... . .onv.. .. e $149,748  $111,381
[
Liabilities anL Stockholders’ Equnty
Current liabilities:
Accounts p;'lyable .................................................. $ 8764 $ 5779
Accrued expcnses and other current liabilities . . . ... ... ... .. .. .. .. . . ... ... 6,175 - 2,587
Income lax:,s 'payable . . ... ... e R 424 —
Current portion of capital lease obllgauons .............................. . 78 72
Total current llabllmcs Cee e .:. e e 15441 8,438
Long -term capltal lease obllgatib‘ns ................................ e 106 183
Otherlongte.'mliabiliues........................._ ........... . 204 —
Deferred i mcome BAXES . ot e e — 80
Commnmems and contingencies (Note 9)
Stockholders’ |equity: e )
- Common ‘;lock '$.001 par value — 60,000,000 shares authorized; 24,295,420 |
(2006} and 24,214,120 (2005) shares issued and outstanding . ............... 24 24
Additional pald-m capital . ... ... 86,773 84,418
Retained ecrnings. ... ........... .. ... .. oo e e 47.0|9| 18,266
. Accumulated other comprehensive income (loss). .. .. .. oL 1814 (28)
" Total sto-l:khdldcrs’ BQUILY . o ot e e e 133,997 102,680
‘Total liabilities and stockholders’ equity . . . . . e o $149,748  $111,381
: S
See the accompanying motes to consolidated financial statements. i
i
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'VOLCOM, INC. AND SUBSIDIARIES
l}
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,
2006 2005 2004
(In thousands, except share and per share data)

Revenues:
Product TEVENUES . . . . v ot e e e e e e e $ 201,186 $ 156,716 $ 110,601
Licensing revenues .. ....... e e 4,072 3,235 2,574
Total revenues . ... ....... e e ' 205,258 159,951 113,175
Costof goods sold ... ........ e S 103,237 78,632 58,205
Grossprofit ................ e 102,021 - 81,319 54,970
Selling, general and administrative expenses . .............. 58,417 42,939 30,585
Operating inCOME . . . . ..ottt ittt e e e 43,604 38,380 24,385
Other income (expense): | . . )
Interest income (expense), Nt . . ... ... v vinnnnnnn. 3,833 1,036 {6)
Dividend income from cost method investee. . ............ 3 11 —
Foreign currency gain ... ... ... . i i 233 54 —
Total other income (eXpense) . ... ..... .o iiiuinuns 4,069 1,101 - (6)
Income before provision for income taxes ............ e 47,673 39,481 24,379
Provision for inCOME (aXes . ... ... ovvuue oo .. 18,920 10,475 374
Income before equity in earnings of investee . .. ............ - 28,753 29,006 24,005
Equity in earnings of investee . . ............ ... ... ... ... — --331- - 588
. YT BT WLNUTW G
Netincome................. F $ 28753 % 293378 .y 24,593
Net income per share: e
BasiC . . it e e e e . % L1198 136 % 1.28
A oAt
Diluted .................. PR $ 118 $ 134 % 1.26
Weighted average shares outstanding: ', o
BaSiC . ..ot e 24,227,845  21,627,821" 19,142,275
Diluted . . ... .. e 24,304,627 21,839,626 19,534,945
Pro forma net income data (unaudited): ' ' .
Income before provision for income taxes, as reported . . . . .. $ 39481 '$ ~ 24379
Pro forma provision for income taxes. .. ................ . ‘ 16,223 10,7178
Pro forma income before equity in earnings of investee . . . .. 23,258 14,201
Equity in earnings of investee ... ................. e S 331 . 588
Pro forma net income ................. U S $ 23580 $ 14,789
Pro forma net income per share (unaudited): : . :
Basic ................... e L. "% .09 s 077
Diluted . . .5 o v . $ 1.08 3 0.76
Pro forma weighted average shares outstanding (unaudited): , .
BaSIC v e 21,627,821 19,142,275
Diluted . ... e e e e e 21,839,626 19,534,945

See the accémpanying notes to consolidated financial staternents.

F-4




VOLCOM, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

|
Balance at Januhw 1,2004 ......
Exercise of stock options . . ... ..
Stock-based compensation. . .. ...
Distributions . . .. .. .. e

Comprchcnsivclincomc:

Netincome . ..............

Foreign currency translation of

equity method investee, . .. . .

Comprehensive'income. ... ... ..

Balance at Decamber 31, 2004 . . ..

Initial public offering, net of

offering costs . ... ... ...
Stock-based compensation. . . .. ..
Issuance of resiricted stock . . . . . .
Exercise of stock options . ... ...

Tax benefits related to exercise of

stock options .. .., ... ... ...

AT

Distributions . . . 2.5 ... ... ..

Comprehensive income:
Net income . .. .~

el e

Foreign currency trafslation of

equity miethod invéstee. . . . . .

Foreign curréncy translation

adjustment . . ... .. e
Comprehensive income . . . . . T

Balance at December 31, 2005 ... ..
Stock-based compensation. . . . . . .
Issnance of restricted stock . . . . ..
Exercise of stock options . . e

Tax benefits related to exercise of

stock options . .............

Comprehensive: income:

Netincome . ..............

Foreign currency translation

adj ustment . ............ .

Comprehensive income. . . ... ...

Balance at December 31, 2006 . . ..

See the accompanying notes to consolidated financial statements.

Accumulated

Additional . Other
Common Stock Paid-In Retained  Comprebensive Comprehensive
Shares Amount Capital Earnings Income Income Total
{In thousands, except share data) L
19,054,109 $19 $ 1,045 .% 16815 $ 165 + . % 18,044
116,596 — 5 _ — 5
—_— — 31 — —_ 31
- — (3275 - - \ (13.275)
- - — 24593 — $24,593 24,593
— — — -— 104 104 104
L . $24,697
19,170,705 519 $ 1,081 328,133 $ 269 $ 29,502
4,640,625 4 80,127 — — 80,131
_ — 178 — — 178
20,000 — — — — ! —_
382,790 i 199 —_ — ‘ 200
— —_ 2,833 Co— — " 2,833
- — — (39204 — (39.204)
S — — 29337 — $29,337 29,337
— — —_ —_ (269) (269|) (269)
_ _ - (28 (28) 28
_ $29,040
24,214,120 §24 $84418 % 18,266 3 (28) $102,680
— — 812 — -— 812
15,000 — — —_ —_ ¢ —
66,300 — 1,261 _— — 1,261
— — 282 —_ — 282
t
- - — 28753 —_ $28,753 28,753
— —_ _ —_— 209 209 209
. $28,962
24,295,420 $24 $86,773 § 47,019 $ 18] $133,997
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VOLCOM, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2006 2005 2004
(In thousands)

Cash flows from operating activities: .
Netincome. .. ................ R w.. $28753 0 $129337  §$24593
Adjustments to reconcile net income to net cash provided by '
operating activities:

Depreciation and amortization . .. ......... .. ... ... ... 1,423 623 332
Equity in earnings of investee, net of dividends received. .. ...... .. — (331) {361)
| Provision for doubtful aCCOUNLS . .. ..\ o vine e e e " 588 68 67
Loss on disposal of property and equipment. .. ................. 64 _ 30 —
Excess tax benefits related to exercise of stock options. . .......... 7 {303) 2,833 —
Stock-based compensation . . . ... ... e e 812 178 31
Deferred InCOME taXeS. . . . oottt i i e e (1,983) (1,150) 11
Changes in operating assets and liabilities: , ,
Accounts receivable. . ... L e (13,248) 4,219) (6,815)
IMVEMEOTIES . o ottt et et e e e (2,335) (5,025) {30)
Prepaid expenses and other current assets. . .................. 12 (867) (110}
Income taxes receivable/payable. .. ... ... ..ol 1,186 479) (81)
L8 10 T g L= £ U ©9n . {54) 13
Accounts payable .. ... . ... ... .. 2,912 799 1,475
Accrued EXpenses . . ... ... ... 2,977 1,242 299
Other long-term liabilities .. ... ... .. ... ... . .ot 195 — —
Net cash provided by op'erating activities . .............. ... 20,956 22,985 19,424
Cash flows from investing activities:
Purchase of property and equipment . ......... ... ... ........ ... (9,063) (2,933) (550}
Proceeds from sale of property and equipment . .. ... ... ee ... 2 — —
Proceeds from sale of equity method investee . ................... — 1,391 —
Business acquisition, net of cash acquired . ... ................... (168) (1,115) —
Purchase of additional shares in cost method investee ... ........... C— — (261}
Net cash used in investing activities . .. .. ................. (9,229 (2,657) (811)
Cash flows from financing activities:
Proceeds from borrowings on line of credit ... ........ .. ... ... .. — — 1,401
Payments o line of credit. . ... ... ... ... ... .o i it — — (1,401}
Principal payments on capital lease obligations ................... n (86) - (63)
Proceeds from government grants . ............ .. .. i 210 — —
Proceeds from initial public offering, net of offering costs . . ...... ... — 80,131 —
Proceeds from the exercise of stock options. .. ........ ... ... ..... 1,261 200 3
Excess tax benefits related to exercise of stock options . ............ 303 - —
Distributions to stockholders . . .. . ... ... ... ... . o (39,204  (13,275)
' Net cash provided by (used in) financing activities . . ......... 1,703 41,041 (13,333)
Effect of exchange rate changesoncash. ... ................. .. 272 (16) —
Net increase in cash and cash eqﬁivalents ................. e 13,702 61,353 5,280
Cash and cash equivalents —— Beginning of period. . . .............. L1712 10,359 5,079
Cash and cash equivalents —End of period . ..................... $85414 $71,712  $10,359

Supplemental disclosures of cash flow information:
Cash paid during the period for:
! Interest . . .............. e e 3 14 3 2% 21
INCOMIE LK. & vt ittt e e e e e e e e 19,619 9274 450

See the accompanying notes to consolidated financial statements.
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Supplemental disclosures of noncash investing and financing activities: .

During the years ended December 31, 2006, 2005 and 2004, the Company recognized zero, ($102,000) and
$104,000, respectively, in foreign currency transtation adjustments related to an equity method investee.

Durmg the year ended December 31, 2004, the Company acquired propeny pursuant lo capital lease
obligations in the amount of $187,000. o

Durmg. the year ended-December 31, 2005, the Company recognized a deferred tax lmblhty of $111,000
related to goodwﬂl associated with a business acquisition.

* *




VOLCOM, INC. AND SUBSIDIARIES
NOTES TO, CONSOLIDATED F INANCIAL STATEMENTS

1. Organization and Summary of Slgmﬁcant Accountmg Policies

Volcom, Inc. and sub51d1ar1es (the * Company or “Volcom™) is a designer, marketer and dlstnbutor of young
mens and womens clothing, accessories and related products under the Volcom brand name. The Company initially
incorporated in the state of California in 1991 as Stone Boardwear, Inc. and has been doing business as Volcom
since June 1991. The Company was reincorporated in Delaware in April 2005 and changed its name to Volcom, Inc.
The Company is based in Costa Mesa, California, and operates three retaif stores located in California.

Volcom Entertainment (“Entertainment”), a wholly-owned subsidiary of the Company, was formed in
Catifornia in April 1999. Entertainment operates the Company’s music label which identifies and signs musical
artists and produces and distributes CDs through its existing record retail and online distribution channels.

Volcom International, a wholly-owned subsidiary of the Company, was formed in 2006 and holds the European
license for the Company’s products. Volcom International distributes Volcom branded products throughout Europe
and to Volcom SAS and Welcom Distribution SARL.

Volcom SAS, a wholly-owned subsidiary of Volcom International, was formed in 2006 and distributes Volcom
branded products in France. Volcom SAS also provides design and marketing services to Volcom International.

Welcom Distribution SARL, a wholly-owned subsidiary of Volcom International, was acquired in
QOctober 2005. Welcom Distribution SARL is the sole distributor of Volcom branded products in Switzerland.

Principles of Consolidation — The accompanying consotidated financial statements include the accounts of
Volcom, Inc. and its wholly owned subsidiaries. All intercompany accounts and transactions-have:been eliminated.
Intercompany profits and losses on transactions with the Company’s former equity method investee were eliminated
until realized.

Basis of Presentation — The accompanying consolidated financial statements have been prepared in accor-
dance with accounting principles generally accepted in the United States of America.

4

Initial Public Offering — On July 6, 2005, the Company announced the completion of its initial public
offering of 4,687,500 shares of common stock at a price of $19.00 per share and the simultaneous close of the
underwriters’ over-allotment option to purchase an additional 703,125 shares of common stock at the initial public
offering price. The Company sold 4,187,500 shares in the offering and 453,125 shares pursuant to the underwriters’
over-allotment option. Certain selling stockholders of the Company sold the remaining 500,000 shares in the
offering and 250,000 shares pursuant to the underwriters’ over-allotment option. Upon the closing of the offering,
the Company received net proceeds, afier deducting underwriting discounts and commissions and estimated
offering expenses, of approximately $80.1 million, of which the Company used $20.0 million to distribute its
estimated undistributed S corporation earnings to its stockholders of record prior to the initial public offering.

Cash and Cash Equivalents — The Company considers all highly liquid investments with a maturity of three
months or less from the purchase date to be cash equivalents.

Concentration of Credit Risks — The Company is subject to significant concentrations of credit risk, primarily
from its cash and cash equivalents and accounts receivable. The Company invests its cash equivalents with financial
institutions with high credit standing. At December 31, 2006 and 2005, the majority of the Company’s cash and cash
equivalents were held at financial institutions in the United States that are insured by the Federal Deposit Insurance
Corporation up to $100,000. Uninsured balances aggregate approximately $85.3 million (including foreign
accounts) as of December 31, 2006.

The Company performs ongoing credit evaluations of its customers and adjusts credit limits based upon
payment history and the customer’s current creditworthiness. The Company continually menitors customer
collections and maintains an allowance for estimated credit losses based on historical experience and any specific
customer collection issues that have been identified. Historically, such credit losses have generally been within the
Company’s estimates. At December 31, 2006 and 2005, the Company had two customers whose outstanding
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| VOLCOM, INC. AND SUBSIDIARIES !
| .
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

accounts recewable balance was greater than 10% of the total outstanding accounts receivable. At December 31,
2006 and 2005, approx1mately 22% and 11% and 21% and 12%, respectively, of the Company’s outstandmg
accounts receivable balance was concentrated among two customers.
I
{nveritories —- Inventories are stated at the lower of cost (first-in, first-out) or market. The Company;lregularly
reviews inventory (uantities on hand and adjusts inventory values for excess and obsolete inventory based primarily
on estimated forecasts of product demand and net realizable value. !

14

Property andlEqmpmem — The Company’s property and equipment are stated at cost and depret:lated ona
straight-line basis lover their estimated useful lives, which generally range from three to thirty years. Leasehold
improvements are depreciated over the shorter of the estimated useful life of the asset or the ledise term.
Maintenance and Aepan's on the Company’s property and equipment are charged to operations when incurred. '

Investments m Unconsolidated Investees — The Company accounts for its investments in uncor}folldated
investees using the cost method if the Company does not have the ability to exercise significant influence over the
operating and fi naiicial policies of the investee. The Company assesses such investments for impairment when there
are events or changes in circumstances that may have a significant adverse effect on the fair value of the investment.
If, and when, an event or change in circumstances that may have a significant adverse effect on the fair value of the
investment.is identified, the Company estimates the fair value of the investment and, if the reduction i 1_n value is
determined to be ~'3ther than temporary, records an impairment loss on the investment. g

ln
L .

The Compan yragcounts for its investments in unconsolidated investees using the equity method of accounting
if the Company - h'as -the ability to exercise significant influence over the operating and financial polncne‘; of the
investee. The Conipany evaluates such investments for impairment if an event or change in circumstances occurs
that may. have asi 5I;n1ﬁcam adverse effect on the fair value of the investment. If, and when, an event is ldenilﬁed the
Company' estimates the fair value of the investment and, if the reduction in value is determined to be othef than
temporary, records an impairment loss on the investment. 5

Il

Long Lwed As‘sets—The Company accounts for the impairment and disposition of long-lived 'assets in
accordance, wnth Qtatement of Financial Accounting Standards (“SFAS”) No. 144, Accounting for the Imparrmem
or Disposition of Long Lived Assers. In accordance with SFAS No. 144, the Company assesses its long-lived assets
for potenllal nmpdlrmem whenever events or changes in circumstances indicate that the asset’s carrying value may
not be recoverablé. The carrying amount of a long-lived asset (asset group) is not recoverable if it exceeds the sum
of the undlscounuld cash flows expected to result from the use and eventual disposition of the asset {(asset group).
Once the carrymg'amoum of a long-lived asset {asset group) is deemed to no longer be recoverable, an impairment
loss would be recognized equal to the difference between the current carrying amount and the fair value of the long-
lived asset (asset |r’roup) The Company determined that there was no impairment loss as of December;?’l 2006.

Goodwill am}’ Intangible Assets — The Company accounts for goodwilt and intangible assets in accordance
with SFAS No. 1442, Goodwill and Intangible Assets. Under SFAS No. 142, goodwill and intangible assets with
indefinite lives are not amortized but are tested for impairment annually and also in the event of an impairment
indicator. As requtred by SFAS No. 142, the Company evaluates the recoverability of goodwill based on 4 two-step
impairment test. The first step compares the fair value of each reporting unit with its carrying amount ‘.mcludmg
goodwill. If the cz rrying amount exceeds the fair value, then the second step of the impairment test is performed to
measure the amount of any impairment loss. Fair value is determined based on estimated future cash flows,
discounted at a rate that approximates the Company’s cost of capital. Such estimates are subject to change and the
Company may be 'requ1red to recognize an impairment loss in the future. Any impairment losses will be reflected in

operating income». The Company determined that there was no impairment loss as of December 31, 2006.
I

Fair Value oj ‘Financial Instruments — SFAS No. 107, Disclosures abour Fair Value of Financial h:stmmenn
requires mandgenllent to disclose the estimated fair value of certain assets and habilities defined by SFAS No 107 as
financial mstrumci.nts. At December 31, 2006, the Company believes that the carrying amount of cash’ and cash
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VYOLCOM, INC. AND SUBSIDIARIES
NOTES TO CbNSOLIDATED FINANCIAL STATEMENTS — (Continued)

equivalents, accounts receivable and accounts payable approximate fair value because of the short maturity of these
financial instruments.

Revenue Recognition — Product revenues are recognized upon shipment, at which time transfer of title
occurs, risk of ownership passes to the customer and collectibility is reasonably assured, Taxes collected from the
Company’$ customers are and have been recorded on a net basis. Allowances for estimated returns are provided
when product revenues are recorded based on historical experience and are reported as reductions in product
revenues. Allowances for doubtful accounts are reported as a component of selling, general and administrative

expenses when they arise.
. ! . :
Licensing revenues are recorded when earned based on a stated percentage of the licensees” sales of Company

branded products.

Shipping and Handling — Amounts billed to customers for shipping and handling are recorded as revenues.
Freight costs associated with shipping goods to customers are included in cost of sales. Handling costs of
$3.3 million, $2.4 million and $2.2 million are included in selling, generat and administrative expenses for the years
ended December 31, 2006, ZOQS and 2004, respectively.

Significant Concentrations — During the years ended December 31, 2006, 2005 and 2004, sales to a single
customer totaled approximately 26%, 29% and 27%, respectively, of product revenues. No other single customer
represented over 10% of product revenues. :

-During each of the years ended December 31, 2006, 2005 and 2004, the Company made' purchases from two
suppliers that totaled more than 1 0% of total product costs, For the years ended December 31, 2006, 2005 and 2004,
purchases from those two suppliers were approximately 27% 20% and 23% of total product costs, respectlvely

l
Advertising and Promotion — The Company’s promouon and advertising programs mclude alhlete sponsor-

ships, Volcom branded events, print advertisements, music, films and online marketing. Costs of advemsmg,

promotion and point-of-sale materials are expensed as incurred and included in selling, general and administrative
expenses. For the vears ended December 31, 2006, 2005 and 2004; these expenses totaled $11.8 million,
$9.9 million and $6.9 million,; respectively. As of December.31, 2006, 2005 and 2004, the Company had no
deferred advertising costs.

Income Taxes — On June 29, 2005, the Company changed its tax status from an S corporation to a C
corporation. For the period from January 1, 2002 until the Company’s initial public offering on June 29, 2005, for
Federal and state income tax purposes the Company had elected to be treated as an S corporation under Subchapter
S of the Internal Revenue Code of 1986 and comparable state laws. Therefore, no provision or liability for Federal
or state income tax has been included in the Company’s consolidated financial statements for 2004 or for the period
from January 1, 2005 to June 29, 2005, except that the Company was subject to California franchise taxes of 1.5%
on its corporate income and a provision for these taxes was included in the consolidated financial statements for
those periods. Subsequent to June 29, 2005, the Company recorded a provision and liability for Federal and state
income taxes as a C corporation.

Upon the change in the Company’s tax status, the Company established and recorded its deferred income taxes
at its C corporation effective tax rate. Management’s judgment is required in assessing the realizability of its
deferred tax assets. The Company considers the reversal of temporary differences, future taxable income and
ongoing prudent and feasible tax planning strategies in assessing the value of its deferred tax assets. If the Company
determines that it is more likely than not that these assets will not be realized, the Company would reduce the value
of these assets to their expected realizable value, thereby decreasing net income. Evaluating the value of these assets
is necessarily based on the Company’s judgment. If the Company subsequently determined that the deferred tax
assets that had been written down would, in the Company’s judgment, be realized in the future, the value of the
deferred tax assets would be increased, thereby increasing net income in the period when that determination was
made.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
i

Fore:gn Currency Translation — Substantially all of the Company’s sales have been made-in U.S. dollars
except for a'iles made in Canada, which are made in Canadian dollars. As a result, the Company is exposed to
transaction ;'ams and losses that result from movements in foreign currency exchange rates between the local
Canadian currency and the U.S. dollar. As the Company’s Canadian sales, accounts receivable, accounts payable
and Canadlaln cash balance are a small portion of its consolidated revenues, assets and liabilities, the. .Company does
not generally hedge its exposure to foreign currency rate fluctuations, therefore the Company is exposed to foreign
currency nsk Changes in the Company’s assets and liabilities that are denominated in Canadian dollars are
translated 1m0 U.S. dollars at the rate of exchange on the balance sheet date, and are reflected i 1n the Company’s
statement 01 operations.

!
; VOLCOM, INC. AND SUBSIDIARIES

The Ccimpany owns subsidiaries in Switzerland and France, which operate with the Swiss Franc and Euro as
their functional currency, respectively. These assets and liabilities that are denominated in forelgn currencies are
translated alithe rate of exchange on the balance sheet date. Revenues and expenses are translated usmg the average
exchange rale for the period. Gains and losses from translation of foreign subsidiary financial statements are
included in laccumulated other comprehensive income or loss. . "

hY Corporanon Distributions — The Company has paid cash distributions to its stockholders of $39.2 miilien
and $13.3 mllhon for the years ended December 31, 2005 and 2004, respectively. In connection with the initial
public offermg of its common stock, the Company dlsmbuted to its existing stockholders its esnmaled undistributed
S corporation earnings. . |

Stock Split—,In-June 2003, the Company’s Board of Directors and stockholders approved an amendment to
the Company s Restated Certificate of Incorporation to effect a 23.3192 for 1 split of the Company’s common stock
(the “Stock: Sphl”) The Stock Split became effective on June 14, 2005. All references to shares in the consolidated
financial st.lltemems’ and the accompanying notes, including but not limited to the number of sharcﬂ and per share
amounts, have been adjusted to reflect the Stock Split on a retroactive basis. Stockholders’ equity has been adjusted
to give retmactlve recognition to the Stock Split in prior periods by reclassifying the par value ($18,000) of the
additional shares arising from the Stock Split from addmonal paid-in capital to common stock. : !

Compa ehenswe Iicome — Comprehensive income represents the results of operations adjusted to reflect all
items recogmzed under accoummg standards as components of comprehensive earnings.

For thc[- years ended December 31, 2006 and 2005, the components of comprehensive income for the Company
include nellmcome and foreign currency adjustments that arise from the translation of the Company s international
subsidiaries financial statements into U.S. dollars. For the year ended December 31, 2004, the components of
comprehenswe income for the Company include net income and foreign currency adjustments that arise from the
translation of the financial statements of Volcom Europe, the Company’s equity method investee, mto U.S. dollars.

Net ]nlcome Per Share — The Company calculates net income per share in accordance wuh SFAS No. 128,
Earnings PFr Share. Under SFAS No. 128, basic net income per common share is calculated by dividing net income
by the weig hted-average number of common shares outstanding during the reporting period. Diluted net income per
common share reflects the effects of potentially dilutive securities, which consists solely of restncted stock and

t
1
l
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VOLCOM, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

stock options using the treasury stock method. A reconciliation of the numerator and denominator used in the
calculation of basic and diluted net income per share is as follows:
: ' Year Ended December 31,

2006 2005 2004
; (In thousands, except share data)

Numerator — Net income applicable to common

stockholders .. ... .. ... ... .ol $ 28753 8§ 29337 § 24,593
Denominator: '
Weighted average common stock outstanding for

basic earnings per share . ........ ... ... .. ... 24,227 845 21,627,821 19,142,275
Effect of dilutive securities: '

Stock options and restricted stock . ... ... ... . ... 76,782 211,805 392,670

Adjusted weighted average common stock and
*assumed conversions for diluted earnings per
share ... 24,304,627 21,839,626 19,534,945

Stock-Based Compensation — Effective Jaruary 1, 2006, the Company adopted the fair value recognition
provisions of SFAS No. 123 (revised 2004), Share-Based Payment ("SFAS No. 123R”). SFAS No. 123R requires
that the Company account for all stock—bawed compensation using a fair-value method and recogmze the fair value
of each award as an expense over the service period. See Note 10 fora description of the 1mpact of thls standard on
the Company’s financial statements.

Related-Party Transactions — The Company’s Chairman provides business and manageméntiservices to the
Company on a consulting basis. For the years ended December 31, 2006, 2005 and 2004 theseiconsulting expenses
totaled zero, $176,000 and $307,000, respectwely R i e nnjug

Use of Estimates in the Preparanon of the F mancral Statements — The preparation of ﬁnanmal statements in
conformity with accounting principles generally accepted in the United States of America reqiiires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the,date of the financial statements and the reported amount of revenues and
expenses during the reporting period. Actual results could differ from those estimates. .

Recent Accounting Pronouncements — In November 2004, the Financiil Accounting Standards Board, or
FASB, issued SFAS No. 151, InventoryiCosts, an Amendment of ARB No. 43, Chapter 4. SFAS No. 151 clarifies that
abnormal amounts of idle facility expense, freight, handling costs and wasted materials (spoilage) should be
recognized as current-period charges and requires the allocation of fixed production overheads to inventory based
on the normal capacity of the production facilities. SFAS No. 151 is effective for years beginning after June 15,
2005, The adoption of SFAS No, 151 dld not have a significant impact on the Company’s consolidated financial
position or results of operations. i

In December 2004, the FASB issued SFAS No. 123R, Share-Based Paymeni. SFAS No. 123R requires that
companies recognize compensation expense equal to the fair value of stock options or other share-based payments
over the requisite service period. The Company adopted this standard during the fiscal year ended December 31,
2006 using the modified prospective method. See Note 10 for a description of the impact of this standard on the
Company’s financial statements.

In May 2005, the FASB issued SFAS No. 154, Accounting for Changes and Error Corrections, which replaces
APB Opinion No., 20, Accounting Changes and SFAS No. 3, Reporting Accounting Changes in Interim Financial
Statements. SFAS No. 154 applies to all voluntary changes in accounting principles and requires retrospective
application (a term defined by the statement) to prior periods’ financial statements, unless 1t is impracticable to
determine the effect of a change. It also applies to changes required by an accounting pronouncement that does not
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

] ' .
l
include speciic transition provisions. SFAS No. 154 is effective for accounting changes and corrections of errors
made in ﬁsca]t years beginning after December 15, 2005. The adoption of SFAS No. 154 did not have a significant
impact on thf Company’s consohdated financial position or results of operations.

In Novellnber 2005, the FASB issued FASB Staff Position No. SFAS 123R-3, Transition Elecnon Related to
Accounting for the Tax Effects of Share-Based Payment Aw «ards. The Company has elected to adopt the alternative
transition melhod provided in the FASB Staff Position for calculating the tax effects of stock-based compensatlon

.pursuant to SFAS No. 123R. The alternative transition method includes computational guidance to’ establish the

beginning balance of -the additional paid-in capital pool related to the tax effects of employee stock-based
compensatlon, and a simplified method to determine the subsequent impact on the additional paid- in capital pool
for employee| stock-based awards that are vested and outstanding upon the adoption of SFAS No 123R.

In June : 006 the FASB issued Interpretation (“FIN™) No. 48, Accounting for Uncertainty in Income Taxes —
an mrerprerarwn of FASB Statement No. 109. FIN No. 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected- 1o be taken in a
tax return, and provides guidance on derecognition, classification, interest and penalties, accountmg in interim
periods, disclosure, and transition. FIN No. 48 is efféctive for fiscal years beginning after December 15, 2006. The
Company dogs not expect the adoption of FIN No. 48 to have a material effect on its consolidated ﬁnanc1al position
or results of operauons : : Y ‘ '

In June|2006 the FASB ratified the consensus reached on Emergmg ‘Issues Task Force (“EITF”) Issue
No. 06-03, H«l)w Tiiés Collected from Customers and Remitted to Governmental Authorities Should Be Presented in
the Income Statement (that is, Gross versus Net Presentation). The EITF reached a consensus that the presentation
of taxes on either a gross or net basis is an accounting policy decision that requires disclosure. EITF 06-03 is
effective for lhe first-interim or annual reporting period beginning after December 13, 2006. Taxes collected from
the Compa.ny s customers are and have been recorded on a net basis. The Company has no intention of modifying
this accounting policy. As such, the adoption of EITF 06-03 will not have an effect on the Company s consolidated
financial position or results of operations.

In Septelmber 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair
value; estabhshes a framework for measuring fair value in accordance with generally accepted accounting
pr1nc1ples anid expands disclosures about fair value measurements. SFAS No. 157 is effective for financial
statements 1ssued for fiscal years beginning after November 15, 2007 and interim periods within those fiscal
years. The Cornpany does not expect.the adoption of SFAS No. 157 to have a material effect on lts consolidated

financial posmon or results of operations. N

In September 2006, the SEC released Staff Accoummg Bulletin (“SAB”) No.'108, Cans:a’ermg the Effects of
Prior Year M;sstatemenrs When Quantifying Misstatements in Current Year Financial Statements.»SAB No. 108
provides guldance on how the effects of the carryover or reversal of prior year financial statement misstatements
should be cclnmdered in quannfymg a current year misstatement, SAB No. 108 became effecuve for financial
statements bfigmnmg in the fourth quarter of fiscal year 2006. The adoption of SAB No. 108 did not have a material
impact on the Company’s consolidated financial position or results of operations. '

f
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2. Allowances for Doubtful Accdunts and Product Returns

Allowance for * Allowance for - :
Doubtful Accounts Product Returns Total

{In thousands)

Balance, January 1, 2004 . .. B $132  © § 73° § 205
Provision ..... e ' 67 ' _1,§04 '
Deductions ... .......... ...t fee ﬁ) .. - (1,345) . :

Balance, December 3L2004. Fo o 146 . 232 378
Provision . ............. . . A 68 - 2:139 -
Deductions . ........ P _ 24 {1,831) '

* Balance, December 31, 2005. . .. ...\ vu. oo 190 540 730

" UPROVISION -yt 588 4,196
Deductions - - . . . ... ... e (283) . (3.908)

Balance; Deeembe‘r 31,2006 $495 . - $-. 828 $1 323 .

The provision for doubtful accounts represents charges to selling, general and admlmstratwe expenses for
estimated bad debts, whereas the provision for product returns is reported as a direct reduction of revenues.
RV ' : . © o Lel0Y LE vt
3. Inventories ) : . . .
inventories are as follows: i
' ' As of Dicember 31;
20067V % 12005

‘ T ; . ' R S * (In'thousands)
Finished goods . . .......... P - $12,959 | $10,188 "
Work-in-process . .......... FU A C L oadl oy 312
Raw materials. .. .......... S S 185 333

: o © 813,185 0 $10833°

" Included in ﬁnlshed goods inventory at December 31, 2006 and 2005, is approximately” $1.2 million and
" $601,000, respectively. of inventory located in Canada. Included in finished goods inventory at December 31, 2006
and 20035, is approximately $219,000 and $117,000, respectively, of inventory located in Europe. -
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4. -Property and Equipment

Property and equipment are as follows:

' , As of December 31,

2006 2005
R R . . {In thousands)

Furniture and fIXtures .. ... .. .. it 51,869 § 600
Office BQUIPIIIENL. . . .. .o oot e e ) 1,180 1,062
Compdler equipment . ... ........... e e ., 2,173 1,141
Lcaseh;qld_ improvements . . . . . P R e " 1,241 128
Land and building . . . ............. S R 2,004 . 2,004
Conslrpction in progress ............. e e e e 5,709 —

14,176 4935
Less arcumulated depreCiation . .. ... ..o cvnuinineea (2.649) _(1,468)
Property and equipment — met. . ... .. ...t $11,527  $ 3467

| .

Depre( jation and amortization expense related to property and equipment was approximately $1.3 million,

3567, 000 and $332,000 for the years ended December 31, 2006, 2005 and 2004, respectively.
Do o

On Miy 5, 2006, the Company entered into a contract for the construction of its Europcan headquaners in
Anglet, Fra_lnce The contract calls for the construction of an approximate 3,150 square meter (or approximately
34,000 square foot) facility for approximately 4.6 million Euros. Payments for construction of the facility will be
made monthly,through February 2007 and vary based upon the progress toward completion of the facility. As of
December 3I 20065 the Company has paid approximately $5.4 million in construction costs and has $747,000 of
remaining vosts to be paid through February 2007 (based on a 1 to 1.3203 exchange rate as of December 31, 2006).

The Company has applied for and received local government grants totalmg approxlmately 800 000 Euros
(approximately $1.1 million based on a | Euro to 1.3203 U.S. dollar exchange rate as of December 31, 2006). Such
grants will be paid to the Company at various times during and after the European headquarters construction period
and generaily require the Company to maintain and operate the European headquarters for five years. As of
December 31, 2006, the Company has received approximately 322,000 Euros (approximately $425 000 based on a
1 Euro to 1.3203 U.S. dollar exchange rate as of December 31, 2006) with respect to such grants. The Company has
recorded $|22 1,000 of the cash received for these grants against property and equipment, as these grants support the
construction of the European headquarters, and $204,000 as an other long-term liability, as this grant relates to the
Company’s employment requirements over the next five years.

5. Invesﬁment in Unconsolidated Investees
] .
Volcom Europe — During 1997, the Company obtained a 49% ownership interest in the common stock of Volcom

Europe, a licensee of the Company’s products located in France, which was subsequently reduced to a 34% ownership
interest in 2002 upon the issuance of additional stock by Volcom Europe. On April 1, 2005, the Company sold its 34%
investmemlz in Volcom Europe for $1.4 million. The Company’s investment has been accounted for under the equity
method for the periods presented because the Company maintained the ability to exert significant influence over the
financial and operating policies of the investee. For the year ended December 31, 2005, the Company recorded $331,000
of eammg, attributable to this equity method investee, which reflects its share of Volcom Europe’s earnings of $609,000
offset by an impairment charge of $278,000 to reduce the carrying amount of the Company’s investment in Volcom
Europe to|$1.6 million as of March 31, 2005. After consideration of the effects of the accumulated foreign currency
translatior; adjustments related to the Company’s investment in Volcom Europe of $167,000, the Company recorded no
gain or 10‘.5 on the sale of its investment in Volcom Europe in April 2005. For the year ended December 31, 2004, the
Company, recorded $588,000 of earnings attributable to this equity method investee.
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Concurrent with its investment in Volcom Europe, the Company entered into a licensing agreement with this
entity for the use of the Company’s trademark and designs on products manufactured and distributed in certain
European countries and territories. This license agreement expired in December 2006. Pursuant to an agreement
between the Company and Volcom Europe, Volcom Europe will produce and distribute the Spring 2007 Volcom line
in Europe and pay the Company its same royalty rate as required under the license agreement. Included in licensing
revenues is $2.3 million, $1.7 million and $1.5 million from Volcom Europe for the years ended December 31, 2006
2005 and 2004, respectively. :

Volcom Australia — During 1998, the Company obtained an 8.7% ownership interest in the common stock of
Volcom Australia, a licensee of the Company’s products located in Australia, for $37,000. Ii March 2004, the
Company purchased an additional 4.8% ownership interest in Volcom Australia for $261,000, which brought the
Company’s totaliownership interest to 13.5%. The investment is accounted for under the cost method, as the
Company does not have the ability to €xercise significant influence over the financial and operating policiés of the
investee. At December 31, 2006 and 2005, the Company’s investment in Volcom Australia was $298,000.

In Jure 1997, the Company entered into a licensing agreement with this entity for the use of the Company’s
trademark and designs. on products manufactured and distributed in Australia and New Zealand. The agreement
expires June 2012. Included in licensing revenues is $1.0 million, $893,000 and $728,000 from Volcom Australia
for the years ended.December 31, 2006, 2005 and 2004, respectively.

6. Goodwﬂl and Intanglble Assets

On October 25, 2005, the Company acqunred Welcom DlStI’lbuthl’l SARL, the sole dlstrlbutor .of Volcom
branded products in Switzerland. The Company. has included the operations of Welcom Distribution SARL in its
financial results beginning on October 26, 2005. The purchase price, excluding transaction costs, was approx-
imately $1.5 million in cash for the purchase of all of the outstanding common stock of Welcom Distribution SARL.
The acquisition has been recorded using the purchase method of accounting and the following'téblé Simmarizes the
“fair value of the assets acquired and labilities assumed at the date of acquisition: '

‘ o o ‘ ' As of
October 25, 2005
“'(In thousands)

Current assets. . . ...... e e e P an $1,198
Long-term assets . ... ... ............. A ' 67
Intangible assets . . .. .. ... ... ... e 510
Goodwill ... ... e 158
Total assets acquired. . . . ... ... it e e e c 1,933
Current liabilities . ... ........ S 421
Netassets acquired. . . ... .ot vt i et e e $1,512
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A summarytof intangible assets is as follows: N ~ oo

. i
| As of December 31, 2006 As of December 31, 2005

Gross Carrying Accumulated Gross Carrying Accumulated
l Amount Amortization Amount Amortization
'] ~ (In thousands) _ "
Customer relationships . ........... $310 $ 36 $310 $5
Backlog . . ! .................... 160 160 160 53
Non—compelF agreements .......... 40 5 40 1
Reacquired !license rights. .......... 84 7 — =
f : $59%4 $208 510 $59

Intangible a sets other than goodwill will continue to be amortized by the Company using esumated useful
lives of 6 months to 10 years with no residual values. Intangible amortization expense for the years ended
December 31, 2(|)06 2005 and 2004, was approximately' $148,000, $59,000 and zero, respectively. Annual
estimated al‘l‘lOl‘[h ation expense, based on the Company’s intangible assets at December 31, 2006, is'estimated
to be approxlmau,ly $46,000 in the fiscal years ending December 31, 2007 through 2011. ‘

! : o
7. Accrued Expenses and Other Current Liabilities o :: '
Accrued expenses and other current liabilities consist of the following: '
R T fa "

‘ ' " As of December 31,

k3 [ N . '

el oo ' ' : v . 2006 2005

v ngcinRi e {In thousands):
Payroll,and related accruals ..................................... ... $3,785 $1;;’079
Other...'..’ ............................ N, e 2,390 1,508
T : , . =
ok ) $6,175  $2.587

8. Line uf Credllt . ' o !

In July 2006, the Company terminated its existing $10.0 million committed, secured line of credit fac1l|ty with
Bank of the West :md entered into a new $20.0 million unsecured credit agreement with Bank of the West (which
includes a line of credlt foreign exchange facility and letter of credit sub-facilities). The new credit agreement
which expires on August 31,2008, may be used to fund the Company’s working capital requirements. Borrowings
under this new agreement bear interest, at the Company’s option, either at the bank’s prime rate (8.25% at
December 31, 2006) or LIBOR plus 1.50%. Under this credit facility, the Company had $873,000 outstanding in
letters of credit at' December 31, 2006. At December 31; 2006 there were no outstanding borrowings under this
credit facility, and $19.1 million was available under the credit facility. The new credit agreementll requires
compliance with conditions precedent that must be satisfied prior to any borrowmg, as well as ongoing comphance
with specified afiumauve and negative covenants, including covenants related to the Company's, ﬁnancnal
condition, mcludmg requirements that the Company maintain a minimum net profit after tax and a mmlmum
effective tangible 1‘let worth. At December 31, 2006 the Company was in compliance with all restrictive cgvenams
9. Commitn,lent:s and Contingencies '

' .

'Operating Leases — The Company leases certain office, warehcuse and retail facilities under long-term
operating lease ag'reements -Total rent expense for the years ended December 31, 2006, 2005 and 2004 was
$1.1 million, $746 000 and $567,000, respectively. . o
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The following is a schedule of future minimum lease payments required under such leases as of December 31,
2006 (in thousands): ! ) ‘ ..

Year En::ling Decembe;' 31,

2007 i e e $ 1,802
2008 . R 2,666
2000 .. IR . 2,262
2000 .. . e 1,968
20 ) 1 A A A L ,977
Thereafter . ..o i T e e e 2,128

$12,603

On December 29, 2006, the'COmpany entered into a lease agreement for an approximately 164,000 square foot
distribution center located in Irvine, California. Pursuant to the terms of the lease agreement, the Company has
agreed to lease the distribution center for an initial term of sixty months commencing in approximately September
2007. In addition, the Company has an option, subject to certain customary requirements, to renew the lease
agreement for an additional sixty months. During the first thirty months and the last thirty months of the initial term,
the base rental rate for the distribution center shall be approximately $94,000 and $110,000 per month, respectively.
The base rental rate during the option term, if exercised, shall be at the fair market value, as agreed upon by the
parties. In addition, the Comipany shall be responsible for its pro-rata share of certain operating expenses, including
such items as property taxes, insurance and repairs, relating to the office project in which the distribution center is
located. ;

Capital Leases — The Co}npany has leased computer and office equipment pursuant (o capital lease obli-
gations. These leases bear interest at rates ranging from 3.4% to 13.7% per year, and expire at various dates through
October 2009. The gross amount of capital lease assets was $483,000 at December 31, 2006 and 2005, and
accumulated amortization was, $314,000 and $241,000 at December 31, 2006 and 2005, respectively. Future
commitments under capital lease obligations at December 31, 2006 are as follows (in thousands):

Year Ending December 31,

2007 . e e O $ 87
2008 .. LT v76
2009 ...l L e 34
Total payments including interest .. ........... ... ..ot e 197.
Less interest portion . . . ... e e e e _(3
Total principal payments ll'er_naining at December 31,2006. ... ... .. P .. 8184
Current portion of capital!Iease obligation . ... ... i’ l. et ................ ‘. L 378
Long-term portion of capital lease obligation. . ........... e el e Lelo. 106
Total capital lease obligation at December 31, 2006. . . R DT L... S184

Professional Athlete Sponsorships — The Company establishes relationships with 'pir'ofess‘ional athletes in
order to promote its products and brands. The Company has entered into endorsement agreements with professional
athletes in skateboarding, snowboarding and surfing, Many of these contracts provide incentives for magazine
exposure and competitive victories while wearing or using the Company’s products. Such expenses are an ordinary
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part of the Cnljmpany s operations and are expensed as incurred. The following is a schedule of future estimated
minimum pa; ,'ments required under such endorsement agreements as of December 31,.2006 (in lhousands)

*

Year Endmg December 31,

2007..{.....; ....... D I oot $4,084
2008 ..ol PR AU S [ LB T 1,840
2009 . FL i e e e e F 384

l T ;56_3@

The amoums listed above are the approximate amounts of the minimum obligations required to be paid under
these contracts. The additional estimated maximum amount that could be paid under the.Company’s existing
contracts, assummg that ali bonuses, victories and similar incentives are achieved during the three-year period
ending December 31, 2009, is approximately $1.9 million. The actual amounts paid under these agreements may be
higher or lO‘INBI' than the arnounts dlscussed above.as-a result of the variable nature of these obligations. -

Latrgatmn — The Company is involved from time to time in litigation incidental to its business. In the opinion
of managemlem the resolution of any such matter currently pending will not have a material adverse effect on the
Company’s I"OnSOIlddth financial position or results of operations. N "

Indemnities and Guarantees — Dunng its normal course of busiricss, the Company has made certain
indemnities 'and guarantees under which it may be required to make payments in relation to certam transactions,
 These mclude (i) intellectual propcny indemnities to the Company’s customers and hcensees in cormecnon with the
use, sale and license of Company products, (ii} indemnities to various lessors in connection with facnhty leases for
ceriain clalrins arising from such facility or lease, (iii) indemnities to vendors and service pr0v1de'rs pertmmng to
claims based on the negligence or willful misconduct of the Company, and (iv) indemnities involving the accuracy
of representanons and warranties in certain contracts. The duration of these indemnities, cotnmitments and
guarantees varies, and in certain cases, may be indefinite. The majority of these indemnities, commitments and
guarantees n’do not provide for any limitation on the maximum potential future payments the Company could be
obligated t0 make. The: :Company has .not been required to record nor has it recorded any llablhty for these
indemnities| commitments and guarantees in the accompanying consolidated balance sheets. * |

|
10. Stockholders’ Equity ' ' ' }

Effective January 1, 2006, the Company adopted the fair value recognition provisions of SFAS No. 123R.
SFAS No. ]23R requires that the Company account for all stock-based compensation using a fair-value method and
recognize tl|1e fair value of each award as an expense over the service period. Prior to Janvary [, 2006, the Company
had accounted for stock-based awards to employees using the intrinsic value’ method in dccordance with
Accountmg Principles Board Opinion No. 25, Accounting for Stock Issued to Employees ("APB No. 257) and
related interpretations and followed the disclosure requirements of SFAS No. 123, Accounting for Stock-Based
Compensation (“SFAS No. 123"), as amended by SFAS No. 148, Accounting for Stock-Based Compensanon —
Transition and Disclosure — an amendment of FASB Statement No. 123 (“SFAS No. 148"). Under the intrinsic
value method required by APB No. 25, no compensation expense had been recognized related to employee stock
options, as|all options granted to employees had an exercise price equal to the fair market value of the underlying
common siock on the date of grant. !

The Company elected to adopt SFAS No. 123R using the “modified prospective method”. Under that method,
compensauon expense includes the amortization of the fair value of any unvested awards outstandmg at January 1,
2006 and alny new awards granted subsequent to January 1, 2006, The consolidated financial statements for periods
prior to the adoption of SFAS No. 123R have not been restated to reflect the fair value method of accounting for
stock-based compensation. Stock-based compensation expense for fiscal year 2005 and earlier years represents the
cost of stock-based awards granted to nonemployees at fair value in accordance with the provisions of SFAS No. 123,
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and the cost of réstricted stock awards determined in accordance with APB No. 25. The Company also elected to use
the simplified alternative method available under FSP No. 123R-3, which provides for calculating historical excess
tax benefits (the APIC pool) under SFAS No. 123R for stock-based compensation awards.

Consistent with the valuation method used for the disclosure only provisions of SFAS No. 123, the Company is
using the Black-Scholes option-pricing model to value compensation expense. Forfeitures are estimated at the date
of grant based on historical employee turnover rates and reduce the compensation expense recognized. For periods
prior to January 1, 2006, the Company’s pro forma information fequired under SFAS No. 123 accounted for
forfeitures as they occurred, As the Company is a newly public entity with limited historical data, certain
assumptions used in the Black-Scholes option pricing model are based on historical data of comparable public
companies or historical industry data. The expected option term is estimated based upon historical industry data on
employee exercises and management’s expectation of exercise behavior. The expected volatility of the Company’s
stock price is based upon the historical volatility of similar entities whose share prices are publicly available. The
risk-free interest rate is based upon:the current yield on U.S. Treasury securities having a term similar to the
expected option term.- Dividend yield is estimated at zero because the Company does not anticipate paying
dividends in the foreseeable future. The fair value of employee stock-based awards is amortized using the straight-
line method over the vesting penod

During the years ended December 31, 2006, 2005 and 2004, the Company recognized -approximately
$812,000, or $49O 000 net of tax, $178,000, or $131,000 net of tax, and $31,000 or $31,000 net of tax, respectively,
in stock-based compensauon expense which includes the impact of all stock-based awards and is included in
selling, general and administrative expenses. The adoption of SFAS No. 123R resulted in incremental stock-based
compensation expense of $629,000 for the year ended December 31, 2006. The incremental stock-based com-
pensation expense caused income béfore provision for income taxes to decrease by $629,000, net income to
decrease by $379,000, and basic and diluted earnings per share to decrease by $0.02 per share.

In accordance with SFAS No. 123 as amended by SFAS No. 148, the Company is required to disclose pro
forma net income and net income per share information as if the Company accounted for stock-based compensation
awarded to employees using the fair value method. As there had been no stock-based compensation granted to
employees during the year ended December 31, 2004, and all previous awards were fully vested prior to the year
ended December 31, 2004, pro forma net income and net income per share under SFAS No. 123 equals net income
and net income per share as presented for the year ended December 31, 2004, If the computed fair values of all
stock-based compensation awards had "been amortized 1o expense over the vesting period of the awards, net income
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and earnings per share for the year ended December 31, 2005 would have been reduced to the pro forma amounts
shown in the lable below:. . . . t

Year Ended
December 31, 2005
i S .o ' - (In thousands,
except per share data)

Net inconine: o .
ASTEPOTtEd . . ... $29,337

Add: StOu,k based employee compensation expense included in reported net |
income, net of related tax effects ..\ ... ...\ L i e . 33
Deduct: '}“otal stock-based employee eompensanon expense determmed under _
fair value based method for all awards net of related tax effects . ......... (84 -
Pro form:li ................. e 328,521
Basic netlmcome per share: ’ . L 0w
Asrteported . . ... ... e $ 136
PIO FOIMUL . v v v oo oo D $ 132
Diluted nzt income per share: : o S
Asreported ... ............. . e R $ 134
Proforma ......0.... ... oo e $ L3

1 .

Prior to th adoption of SFAS No. 123R, the Company presented all tax benefits resulting from the exercise of
stock options as operating cash flows in its consolidated statement of cash flows. For the year ended December 31,
2005, excess tax benefits of $2.8 million were generated from option exercises and increased cash provided from
operating activities. SFAS No. 123R requires the cash flows resulting from the tax benefits from tax deductions in
excess of defer'red tax assets recorded for stocK-based compensation costs to be classified as ﬁnancing cash flows.
For the year ended December 31, 2006, excess tax-benefits of $303,000 were generated from option exerc:ses and
increased cash:prov:ded from financing activities.

Stock Conrpensanon Plans — In 1996, the Company adopted the 1996 Stock Option Plan (the “1996 Plan™),
which authorized the Company to grant or issue options to purchase up to a total of 4,663,838 shares of the
Company’s common stock. In June 2005, the Company’s Board of Directors and stockholders approved the 2005
lncentlve Awaxd Plan (the “Incentive Plan”) and replaced the 1996 Plan. A total of 2,300,000 shares of common
stock are 1nmally authorized and reserved for issuance under the Incentive Plan for incentives such as stock options,
stock appreciation rights, restricted stock awards, restricted stock units, performance shares and delferred stock
awards. The actual number of awards reserved for issuance under the Incentive Plan will automatically increase on
the first tradmg- day in January of each calendar year by an amount equal to 2% of the total number of shares of
common stock outstandmg on the last trading day.in December of the preceding calendar year, but in fio event will
any such annual increase exceed 750,000 shares. As of December 31, 2006, there were 2,162,756 shares available
for issuance pursuant to new stock option grants or other equity awards. Under the Incentive Plan, stock options
have been grani'ed at an exercise price equal to the fair market value of the Company’s stock at the time of grant. The
vesting period for stock options is determined by the Board of Directors or the Compensation Committee of the
Board of D1rec1!ors as applicable, and the stock options generally expire ten years from the date of grant or 90 days
after employm:I :nt or services are terminated. ;

Stock Opnon Awards — In June 2005, the Company’s Board of Directors approved the grant of 586,526
optmns to purchase the Company’s common stock. The Company granted these options under the Incentive Plan at
the effective date of the Company’s initial public offering at an exercise price of $19.00, which was-equal 1o the
initial public offermg price. The stock options have vesting terms whereby 10,526 options vested immediately,
210,000 opuon", vested on December 15, 2005 and the remaining 366,000 options vest 20% per annum over 5 years.
The fair value cif these awards was calculated through the use of the Black-Scholes option-pricing mode! assuming

' F-21




VOLCOM, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
an exercise price equal to the fair market value of the 'Company?s stock and the following additional significant

weighted average assumptions: expected life of 4.2 years; volatility of 47.5%; risk-free interest rate of 3.73%; and
no dividends during the expected term.

A summary of the Company’s stock option activity under the Incentive Plan and the 1996 Plan is as follows:
Years Ended December 31,

) 2006 2005 2004
' Weighted- Weighted- Weighted-
Average Average Average
, Number of Exercise Number of Exercise Number of Exercise
' Options Price Options ' Price Options - Price
Ouistanding, beginning of year..... 576,000  $19.00 — % — 11659  $0.04
Granted .. ............... ... — — 586,526 19.00 —_ —
Exercised . ................ .. (66,300} 19.00 (10,526) 16.00 (116,596) 0.04
Canceled or forfeited .. ........ (22,000} 19.00 — — T — —
Outstanding, end of year ......... 487,700  $19.00 576,000  $19.00 -  $ —
Options exercisable, end of year. ... 214,900 $19.00 185,000 $19.00 — 5 —
Weighted av'er'age fair value of .
options granted during the year .. . § — $ 797 $ —

Additional information regarding stock options outstanding as of December 31, 2006, is as follows: .

Options Qutstanding . Options Exercisable
Weighted-  ‘Weighted- Weighted-
Average Average Average
Number of Remaining Exercise Number of Exercise
. ) Oplions Life (yrs) Price Options Price
$1900. ... 487,700 8.5 $19.00 214,900 $19.00

As of December 31, 2006, there was urirecognized compensation expense of $2.2 million related to unvested
stock options, which the Company expects to recognize over a weighted-average period of 3.5 years. The aggregate
intrinsic value of options exercised during the years ended December 31, 2006, 2005 and 2004 was $765,000, zero
and zero. respectwely The aggregate intrinsic value of options outstanding and options exercisable as of
December 31, 2006 was $5.2 million and $2.3 million, respectively. Cash received from the exercise of stock
options totdled $1.3 million, $200,000 and $5,000 for the years ended December 31, 2006, 2005 and 2004
respectlve]y The Company issues new shares upon the exercise of options or granting of restricted stock.

Further information regdrdmg stock options outstanding is as follows:

Weighted-‘
Average

Number of Grant-Date

Options Fair Value
Unvested at January 1, 2006 ........ e e e 366,000 . $9.14
Granled . .. ... e e e e — —
Vested ... ... .. . e (71,200% —
Canceled or forfeited ...:................ P (22,0000  $9.14

Unvested at December 31, 2006 .. .. ... 0ol 272,800 $9.14

As of December 31, 2006 the total number of outstanding options vested or ekpected to vest (based on
anticipated forfeitures) was 471,332 which had a weighted-average exercise price of $19.00. The remaining average
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remaining life !of these options was 8.5 years and the aggregate intrinsic value was $5.0 million-at December 31,
2006. X
4 . at

|
Resrncrea Stock Awards — The Company’s stock compensanon plan prov1des for awards of restncted shares

of common st(lpck Restricted stock awards have time-based vesting and are subject to forfeiture 1f”employment
terminates prior to the end of the service period. Restricted stock awards are valued at the grant date based upon the
market price of the Company’s ‘common stock and the fair value of each award is charged to expénse over the
service penod _ i

[H

In 2005, lhe Company granted a'total of 20,000 shares of restricted stock to employees. The restncted stock
awards have a Durchase price of $.001 per share and vest 20% per year over a five-year period. The total fait vatue of
the restricted stock awards is $660,000, of which $132,000 and $55, 000 was amortized to expense durmg the years
ended December 31, 2006 and 2005, respectively.

In 2006, 1!hc Company gramed a total of 15,000 shares of restricted stock to employees. The restricted stock
awards have a purchase price of $.001 per share and vest 20% per year over a 5 year period. The total value of the
restricted stock awards is $4035,000, of which $55,000 was amortized to expense, during the year ended
December 31, 2006. L. , ‘ 0

Restricted slock activity for the year ended December 31, 2006 is as follows: .';

i \?Veighted-

s Average
l ’ . Shares of Grant-Date
: 1 : Reslricted Stock . Fair Value
Outslandiing restricted stock at January 1,2006 .................. 20,000 $33.01
Granied . . ... . e e 15000 i 27.00
1 ' . o .
. Vested........ ... .. i, e _ (4,000) ; 33.01
o Canceledorforfeited . ........ .. ... ... . S — v =
Outstandmg restricted stock at December 31, 2006. . ............. LT 30000 - 830,09

- As of Delcember 31, 2006, there was unrecognized ¢ompensation expense of $823,000 related tjo all unvested
restricted stock awards, which the Company expects to recognize on a straight-tine basis over a welghted average
period of app:roxlmdtely 3.9 years. |

Nonemp?ayee Share-Based Compensation — In December 1999, the Company redeemed 373,107 shares held
bya shareholéier and current service provider at a price of $0.04 per share. On January 1, 2000, the Company issued
a fully vested and non-forfeitable option to the same service provider to purchase 373,107 shares of the Company’s
common stock. The terms of the option provided the service provider with the right to purchase shares of the
Company’s common stock at $0.04 per share at any time after January 1, 2010, the tenth anniversalry of the grant
date. Altematwely, in the event of (i) a change in control, (ii) an initial public offering, or (iii} the, liquidation or
dissolution of the Company, the option would automatically be converted into shares of common stock of the
Company on|a net settlement basis. The Company has accounted for the transactions as a modification (exchange
transaction). Because the option was fully vested and non-forfeitable, the measurement date for the option was the
date of the modification (exchange transaction), and the incremental amount of compensation recewed by the
service prowdcr over the fair value of the shares redeemed, which equaled the cash amount paid, was recorded as
compensation expense in 1999. The dilutive effect of this option has been reflected in diluted net income per share
for all periods presented using the treasury stock method. On June 29, 2005, in conjunction with the Company’s
initial publif.: *offering, the service provider exercised the option that was automatically converted into
372,264 shates of common stock on a net settlement basis. A tax benefit of $2.8 million for'the excess tax
deduction thF Company received related to this award was recognized as additional paid-in capital.
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VOLCOM, INC. AND SUBSIEHARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

In January 2004, the Company entered into a contractual agreement with a service provider in exchange for
services to be rendered over a five-year period. Under the terms of the contractual agreement, the service provider
would receive the right to purchase $200,000 of the Company’s common stock at the initial public offering (“IPO™)
price for a peri‘od of five years after an [PO. Alternatively, if the Company did not consummate an 1PO, the service
provider would receive the right to purchase $200,000 of the Company’s common stock based on a formula price
intended to approximate the fair market vatue of the Company’s common stock. In accordance with EITF No. 96-18,
Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods or Services, due to the fact that a sufficient disincentive for nonperformance did not exist, and
because the service provider’s performance was not complete. no measurement date existed for the award at that
time, The Company was recording share-based compensation expense related to this.award over the five-year
vesting period based on the current fair value of the award as of each reporting period. The fair value of the award is
calculated through the use of the Black-Scholes option-pricing model assuming an exercise price equal to the fair
market value of the Company’s stock and the following additional significant assumptions: expected life of 5 years;
volatility of 103%; risk-free interest rate of 3.27%; and no dividends during the expected term. For the year ended
December 31, 2004, the Company recorded $31,000 in share-based compensation expense related to this award, On
June 29, 2005, in conjunction with the Company’s initial public offering, the service provider exercised the option
and received 10,526 shares of the Company’s common stock. On June 29, 2005, upon the exercise of the award, the
Company recorded 5116,000 of share-based compensation which represented the unamortized portion of the fair
value of the award.

Additionally, as part of the same agreement, the Company granted the service provider rights to receive a 25%
ownership interest in the Volcom related entity that would own and operate a new retail store for the Company in
Hawaii, if and when one is opened. As no plans existed to open a store in Hawaii and the award of the ownership
interest was not probable, the Company did not record any compensation expense related to this right for the year
ended December 31, 2005. In December 2006, as the Company began working to open a retail store in Hawaii, it
became probable that this ownership award would occur. As such, the Company recorded a liability and
compensation expense of $159,000 related to the fair value of this 25% ownership interest.’ In February 2007,
this contractual agreement was amended whereby the grant to receive a 25% ownership interest in a Volcom related
entity that would own and operate a new retail store in Hawaii was replaced in its entirety in exchange for a royalty
on net sales of a specific retail store located in Waikiki, Hawaii. The Company will reduce the liability recorded as
future royalties are earned. To the extent that future royalties under the new agreement exceed the amount of the
liability recorded to date, the Company will record royalty expense on the new agreement in the period that it is
incurred.

11. Retirement Savings Plan

The Company has a 401(k) profit sharing plan (the “401(k) Plan™) covering all eligible full-time employees
over age 21 with six months of service. The Company’s contributions to the 401(k) Plan are made at the discretion of
management. Contributions by the Company amounted to $67,000, $46, OOO and $36,000 for the years ended
December 31, 2006, 2005 and 2004, respectively.

12. Licensing

In addition to the Company’s licensing arrangements with investees in'Europe and Australia described in
Note 5, the Company has entered into licensing arrangements with independent licensees in Brazil, South Africa
and Indonesia. Pursuant to the license agreements, the Company is paid a royalty based on a stated percentage of the
net sales of its licensees.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

All of the Company s license agreements, except its European license agreement, may be extcnded ar the

option of the Ilcen:ee for an additional five-year term afier the initial expiration of the agreement. The Company s
international license agreements expire as follows:

l_‘ﬂse__e | Initial Expiration Date Extension Termination bate
BUIOpe ... .o December 31,2006  N/A
Australia . =) . June 30, 2007 June 30, 2012
Brazil .. ... L ... December 31, 2008 December 31, 20 l'l3
South Africa L S December 31, 2006 December 31,2011
Indonesia. ..\ . ... . ... .. ... .. . ... ... ... December 31, 2009 December 31, 2014

A

4
13. Income Taxes {

On June 29, 2005, the Company changed its tax status from an S corporation to a C corporation. For the perlod
from January 1, 2002 until the Company’s initial public offering on June 29, 2005, for Federal and state income tax
purposes the Company had elected to be treated as an S corporation under Subchapter § of the Internal Revenue
Code of 1986 and c'ompdrable state laws. Therefore, no provision or liability for Federal or state incomé'tax has
been included in the Company’s consolidated financial statements for 2004 and for the period from January 1,2005
to June 29, 2005, ex[ept that the Company was subject to California franchise taxes of 1.5% on its corporate income
and a provision for lhese taxes was included in the consolidated financial statements for those periods. Subsequent
to June 29, 2005, and for the years ended December 31, 2005 and 2006, the Company recorded a prov151on and
liability for Federal and state income taxes as a C corporation. Upon the change in the Company’s tax status, the

Company also esubhshed and recorded a net deferred tax asset of $0.4 million to reflect its deferred income taxes at
the Company’s C.corporatlon effective tax rate. : : [

The provision ‘:O_r income taxes consists of the following: K l: -

[ Years Ended December 31,1

! 2006 2005 2004

i . . : ' : (In thousands) it
Current . . ... m P e PR 520,903 - $t1.,625 $364
Deferred ....0L...... .. ... ... ... e S (1,983 '(1,150) 10

e ‘ $18,920 $10475 $374

. —
A reconcilialionl' of income tax expense computed at U.S. Federal statutory rates to income tax expense,for the
years ended Decemhcr 31, 2006 and 2005 is shown below. No reconciliation is required for the year 'ended
December 31, 2004 as the Company was taxed as an § Corporation and no provision or liability for Federal income -

tax has been included in the Company’s consolidated financial statements for that period. |
; "

Years Ended
December 31,
2006 2005
Provision for ta)l:es at U.S. Federal statutory rate . ... ... oo 350% 35.0%
Staté income taxes, net of Federal income tax benefit . .. ... .. ... . ... .. 4.8 4.
Effect of S corpulnratlon BAX SEALUS L .t it e e e e e e — (1 1.8)
Equity in eamin}gs OF INVESIEE . . . o oottt et — 0.3
Foreign tax cred:it ...... e e e e e e e e e e e e e e e (0.7 —
Olner ........ e e e e e e e e e e 06 (.

............................................. 39.7%  26.5%
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The-components of deferred tax assets and liabilities are as follows at December 31:

i .
' 2006 2003

(In thousands}
Deferred tax assets: S

Accrued liabilitles. . ... ... e e e e e e $ 300 $ 173

State iNCOME AXES . .. ..o e 1,198 568

Allowances for doubtful accounts and product returns . .. ................ 517 .320

Foreign net operatmg losses . ... s e 700 -9

1 T 364 58

Total deferred (aX aSSELS . . . vt e e e 3,080 1,128
Deferred tax liabilities:

, Intangible assets . . .. FAT 67 (98)

Total deferred tax liabilities . .. ................ e, - (67) _ (98)

Net (icfef‘red tax assets ............. . P $3,013  $1,030

For the years ended December 31 2006 and 2005, excess 1ax benefits from the exercise of stock 0pthl‘lS of
$282 000 and $2. 8 million, respectlvely, were recorded as an addition to paid-in capital.

The 'Company has a foreign net operating loss of approximately $2.6 million of. which $935,000 expires in
2012 and the remaining $1.7 million does not expire as it carries forward indefinitely. The Company does not
provide for U.S. Federal, state or additional foreign taxes on certain foreign earnings that management intends to
permanently reinvest. For the year ended December 31, 2006, foreign earnings earmarked for permanent rein-
vestment totaled $103,000.

+
t

!
14. Segment Information’

Operating segments are defined as components of an enterprise about which separate financial information is
available that is evaluated regularly by the chief operating decision maker, in deciding how to allocate resources and
in assessing performance. The Company operates exclusively in the consumer products industry in which the
Company designs, produces and distributes clothing, accessories and related products. Based on the nature of the
financial information that is teceived by the chief operating decision maker, the Company operates within a single
operating and reportable segment.

I3

Although the Company operates within one reportable segment, it has several different product categories
within the segment, for which the revenues atiributable to the each product category are as follows:

Year Ended December 31,

. 2006 2005 2004
. 1 {In thousands)
Mens............. . $102734 $ 87254  § 61451
Girls .. ........... S 67,250 51,463 35,362
IOW . o et e 15,408 9,455 9,106
BOys L e e e 11,860 7,133 3,785
o T 3,934 1411 897
Subtotal product categories. ... ... .. i 201,186 156,716 110,601
Li_\censing revenues . . ............................... 4,072 3,235 2,574
Total consolidated TEVENUES . . .. oo v vt et e e e en $205,258  $159.951 $113.175

i
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i .
Other mlcludes revenues primarily relate to the Company’s Creedler slip-on shoes and* sandals products,
Volcom Entertainment, films and related accessories.
- : C b
The tablé below summarizes product revenues by geographlc rcglons atlrlbuted by customer locallon

! ’ ) , Year Ended December 3]

[ 2006 2005 . 2004
(In thousands})

.............. e eieiiiiii oo SISTSSL 8128159 § 93812

Canada ' . 23,925 15,774 : 8,155
Asia Pacific . . . .. . R, 7,225 6,622 ' 5174
Other......... S 12,455 6,161 " 3,460

. 4 $201,186  $156716  $110.601
The table-below summarizes identifiable assets by location: : "
| .

\
December 31, 2006  December:31, 2005
{In thousands)

. -
United States

..................................... $137.581 . $110,137
Burope . ... .......... e 12,167 1,244

l ‘ . . $149,748 $111,381
| = .
i

15. Subsequt nt Event (Unaudited)

I3

On February 7, 2007, the Compdny purchased feal property on the North Shore of Oahu (lhe “Plpe House") for
$4.2 million in cash, The Pipe House will generally be used as a residence for the Company’s surf team r1ders durmg,
the winter surf !season and for other Company marketing activities during the year.

1

16. Pro Forma Information (Unaudited) ' '

The pro forma unaudited income tax adjustments presented represent the estimated taxes which would have
been reported h1d the Company been subject to Federal and state income taxes as a C corporation. The pro forma

proviston for i mlr‘ome taxes differs from the statutory income tax rate due to the following: s

Year Ended

! . December 31,

: A 2005 2004

! - . ‘ ’ {In thousands)
Federal income taxes at the Statutory Fate .. ... ................ooe.... $13.818 $:8,533
State income taxes — net of Federal benefit. . .. ... ovovn e 2,268 1,401
Equity in earmings of inVESIEE . . . . ... o\ v vv ittt 116 ' 240
Other ... oo 21 v 4
Total pro forma income tax provision . ............ ... ... .. .. $16,223  $%10,178
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17. Quarterly Financial Data. (Unaudited)

‘A summary of quarterly financial data (unaudited) is as follows (in thousands, except per share data):

: ) Quarter Ended
' March 31 June 30 September 30 December 31

Year ended December 31, 2006

Total CEVENUES . . . o o o oot i it e e nns $41,596  $46,051 $61,049 $56,562
Grossprofit . ........ ... it 21,522 22914 30,908 26,677
Operating income. . ... .. e 6,686 9,690 15,560 11,668
Net inCOme . . .. ... oueeneneanenn 4426 6532 10,163 7,632
Net income per share, basic . ............. $ 018 $§ 027 $ 042 $ 03l
Net income per share, diluted . . . .......... $ 018 3% 027 $ 042 $ 031
Year ended December 31, 2005 )
Total TEVERUES . . .o v ee e oo e e e $31,691  $35,853 $51,192 $41,215
Grossprofit . . ........ e .. 16,407 18,697 26,110 20,105
Operating income. . . .. .. e 6,044 7,639 15,441 9,256
Net income . ......... N 6,262 4,630 11,292 7,153
Net income per share, basic ... ........... $ 033 3§ 024 $ 047 $ 030
"~ Net income per share, diluted . . ........... $ 032 § 024 $ 047 % 0.29

Earning$ per basic and diluted share are computed independently for each of the quarters presented based on
diluted shares outstanding per quarter and, therefore, may not sum to the totals for the year.
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Cautionary Note Regarding Forward-Looking Statements l'

This dnnua] report on Form 10-K contains “forward-looking statements” within the meaning of Secuon 27A of
the Secunues Act of 1933 and Section 21E of the Exchange Act, and we intend that such forward-looking
statements b° subject to the safe harbors created thereby. These statements relate to future events or our future
financial pe1f0rmance We have attempted to identify forward-looking statements with terminology including

anuclpate,”.‘| “helieve.” “can,” “continue,” “could,” “estimate,” “expect,” “intend,” “may,” “plan,” “potential,”
“predict,” “should” or “will” or similar expressions as they relate to us and our business, industry, markets, retailers,
licensees, manufacturers and consumers. Such forward- -looking statements, including but not limited to statements
relating to ex. pected growth and strategies, future operating and financial results, financial expectanons and current
business mdlcators are based upon current information and expectations, and are subject to change based on factors
beyond our Lontrol.

" G LIRS L1

Althou;l;h we believe that the expectations reflected in the forward-looking statements are reasonable, we
cannot guarantee future results, levels of activity, performance or achievements. Actual results could differ
materially f:iom these forward-looking statements as a result of numerous factors, some of which are described in
“Risk Faclors“ We are not under any duty to update any of the forward-looking statements after. the date of this
Form 10-K 'to conform these statements to actuai results, unless required by law.

|
i : - PART 1 .
; .

ITEM 1. BUSINESS !

" We are an innovative designer, marketer and distributor of premium quality young mens and ‘young womens
clothing, accessories and related products under the Volcom brand name. We believe that we have one of the world’s
leading braal1ds in the action sports industry, built upon our history in the boardsports of skateboarding, snow-
boarding anld surfing. Qur position as a premier brand in these three boardsports differentiates us from many of our
competitors within the broader action sports industry and has enabled us to generate strong growth in revenues and
operating ificome. :

Our clgothmg, which- includes t-shirts, fleece, bottoms, tops, jackets, boardshorts, denimand outerwear,
combines f.rlshlon functionality and athletic performance. Our designs are infused with artistic clemems that we
believe differentiate our products from those of our competitors. We develop and introduce proclucts that we believe
set the mdu._l,try standard for style and quality in each of our product categories. We seek to offer products that appeal
to both boardsport participants and those who affiliate themselves with the broader action spons youth lifestyle.

We have recently launched new product extensions to complement our current product offermgs These new
product extenslons include a complete line of sandals and slip-on footwear, branded Creedlers; a complete
collection of kids clothing for young boys ages 4 to 7 years; and a girls swimwear line. The Creedlers and kids line
began shlppmg in December 2006, and the girls swimwear lme will begin shipping early in Sprmg 2007.

I

The Volcom brand, symbolized by The Volcom Stone D , is athlete-driven, innovative and creative. We have
consistently followed our motto of “youth against establishment,” and our brand is inspired by the energy of youth
culture. We reinforce our brand image through the sponsorship of world-class athletes, targeted £rassroots
marketing :evems, distinctive advertising, and by producing and selling music under our Volcofn Entertainment
label and boardsports-influenced films through Veeco Productions, our film division. We believe our multi-faceted
marketing approach integrates our brand image with the lifestyles and aspirations of our consumers.

We seek to enhance our brand image by controlling the distribution of our products We sell lo retailers that we
believe merchandlse our products in an environment that supports and reinforces olr brand and that provide a
superior lnI store experience. This strategy has enabled us to develop strong relationships with key boardsport and
youth llfestyle retailers that share our focus. As of December 31, 2006, our customer base of retailers included
approxlmately 1,350 accounts that operated approximately 3,900 store locations (of which approxlmately 1,150
accounts that operated approximately 2,950 stores are located in the United States) and 12 distribtors in countries
not serviced by our licensees, Our retail customers are primarily comprised of specialty boardsports retailers and
several ret:ail chains. Some of these include 17th Street Surf, Becker Surfboards, Froghouse, Hotline, Huntington

. |
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Surf & Sport, IG Performance, K5 Board Shop, Laguna Surf & Sport, Macy’s West, Nordstrom, Pacific Sunwear,
Snowboard Connection, Sun Diego, Surfside Sports, Val Surf, West Beach and Zumiez. Our products are sold over
the Internet through selected authorized online retailers, At December 31, 2006, we operated three Volcom branded
retail stores located in Southern California, where we are able to present our brand message directly 1o our target

market. \

Volcom branded products are currently sold throughout the United States and in over 40 countries interna-
tionally by either us or international licensees. We serve the United States, Canada, Latin America, Asia Pacific and
Puerto Rico through our in-house sales personnel, independent sales representatives and distributors. Our product
revenues in the United States were $]57.6 million, $128.2 million and $93.8 million for 2006, 2005 and 2004,
respectively. Product revenues in the rest of the world were $43.6 million, $28.5 million and $16.8 million for 2006,
2005 and 2004, respectively. We also license our brand in other areas of the world, including Europe (through the
distribution of the European Spring 2007 line by the licensee), Australia, Indonesia, South Africa and Brazil, to
entities that we believe have valuable local market insight and strong relationships with retailers in their respective
territories. We receive royalties on the sales of Volcom branded products sold by our licensees. Our license
agreement with Volcom Europe, our European licensee, terminated on December 31, 2006. In April 2005, we sold
our 34% ownership interest in Volcom Europe. Pursuant to an agreement between us and Volcom Europe, Volcom
Europe will produce and distribute the Spring 2007 Volcom line in Europe and pay us our same royalty rate as
required under the license agreement. As part of our strategy to take direct control of our European operations we
have established our own operation in Europe and will directly produce, market and distribute the Fall 2007 line in
Europe. We currently anticipate recognizing the significant majority of product revenue for the European Fall 2007
line in the third quarter of 2007, We recently completed the construction of our European headquarters in Anglet,
France and delivered product samples to the European sales team for use in their meetings with customer accounts,
In addition, we continue to build the necessary infrastructure to support these European operations.

We were founded in 1991 by Richard Woolcott and Tucker Hall in Orange County, California, the epicenter of
boardsports culture. We reincorporated in Delaware in April 2005. We believe we were the first major apparel
company founded on the boardsports of skateboarding, snowboarding and surfing. Qur founders set out to build a
company that combined their passion for these sports with their love of art, music and film. Since that time, Richard
has led a committed, talented management team to create one of the leading action sports brands in the world.
Stockholders may obtain a copy of our,SEC reports, free of charge, from the SEC’s website at www.sec.gov or from
our website at www.volcom,com, or by writing to Investor Relations, Volcom, Inc., 1740 Monrovia Avenue, Costa
Mesa, California 32627. Information contained on our website is not incorporated by reference herein.

Products

We design and distribute an innovative collection of young mens and young womens clothing and accessories
inspired by the boardsports of skateboarding, snowboarding and surfing. Our prdducts are created for participants in
these sports, as well as those who affiliate themselves with the broader action spo'ns lifestyle. All of our clothes and
accessories are sold under the Volcom brand and typically retail at premium prices.

We have fourl primary product categories: mens, giris, boys and snow. The principal products sold within these
categories are: '

: : .

T-Shirts and Fleece. We believe our prints and designs distinguish our t-shirts and fleece from those of our
competitors and are staple items for our consumers. The majority of these items display a distinctive art style,
utilizing unique treatments, placements of screened images, designs and embroideries. On some of our t-shirts and
fleece, we promote our Featured Artist Sertes, a program in which we work closely with boardsports athletes and
relevant artists associated with our target market to design certain products. Most pieces prominently display the
Volcom name or the Volcom Stone logot. The typical U.S. retail price for our t-shirts ranges from approximately $19

to $32, and from approximately $48 to $102 for our fleece.

Tops and Jackets. Our knit and woven tops and casual jackets are recognizable for their bold and creative
styling. Many of our designs are built on traditional fashions, with a distinctive Volcom image or styte feature that
creates a distinguishing look our consumers have come to expect. The typical U.S. retail price for these items ranges
from approximately $36 to $64 for knit and woven tops and approximately $50 to $270 for a casual jacket.
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Bottoms. 'We design a variety of casual and dress pants, shorts and skirts. Our bottoms are generally made
using cotton or cotton-blend fabrics. Our bottoms are designed to be both functional and distinctive and generally
have one or mort elements that provide a unique Volcom look. The typical U.S. retail price far our bottoms ranges
from approximately $44 to $58 for shorts or skirts and approximately $50 to $64 for casual dress pants.

Denim. V\lfe first introduced our Volcom brand jeans in 1993 and ihey have become one of our most popular
product lines. The design and construction of our denim products is directly influenced by our skateboard team. We
offer denim products in a variety of washes and fits to suit individual preferences for appearance and functionality.
The typlcal U.S. retail price for our denim products ranges from approximately $50 to $l25

Boardshort:. We introduced our boardshorts lme in 1992. Our boardshorts are designed with 'mpf;t from our
surf team and inc'orporate technical features such as mesh-paneling and enhanced waterproof zipper fly- téchnology
Our boardshorts iire known for their art inspired prints and unique embellishments. The typical U.S. reta11 price for
our boardshorts langes from approximately $40 to $64.

Oulerwear. Our outerwear products, which' were introduced in 2000, consist of technically advanced jackets
and pants that arc designed to meet the demands of snowboarding. Our outerwear is designed with a number of
technical feature:’l; and fabrics and includes significant input from our snowboard team. Some of the technical
aspects of our outerwear include Gore-Tex® fabrics, taped and welded seam construction, waterproof zippers and
our patent pendir'lg Zip-Tech jacket/pant connection system. We believe that our outerwear provides consumers
with a distinctive 'mix of fashion and technical performance, which distinguishes it from many of our competitors’
products. The typrlcal U.S, retail price for our outerwear ranges from approxnmately $100 to $360 for pants and
approximately $l40 o $470 for jackets.

.t . . ,t
Accessories.| We also sell a variety of accessories such as hats, wallets ties, belts and bags to complement our

clothing lines. The typical U.S. retail price for our accessories ranges from approxrmately $20 for hats'to

approximately $190 for large bags : . :

Creedlers.  We recently mtroduced a complete line of sandals, slippers and vulcaniied slip-on ‘footwear
branded Creecllers| These products are sold year round and are offered in our mens, boys and girls calegones They
are generally distributed within our existing customer base. The typical U.S. retail price for the Creedlers ranges
from approxlmate]y $12 to $44 for sanda]s $32 to $40 for slippers and $42 to $l 10 for vulcamzed Sllp on footwear

Swim. Our newest product launch is a girls swimwear line. The swimwear product comp]emenls our existing
girls business and i :s merchandised with the girls sportswear, Creedlers and accessories. Qur swimwear is generally
distributed thhmlour existing customer base. The typical U.S. retail price for the swimwear ranges from
approx1mately $34 to $42 for swimwear tops and approximately $34 to $40 for swimwear bottoms. | ‘

Vco- Opemmle We also partner with our team riders to design_ certam srgnature product slyles called
V.co-Operative, such as the following:’ :

. N 1 ' 1
* styles desngined in conjunction with team nders Shaun Whlte Mark Appleyard, Ozzie anht Ryan

Sheckler, Dean Morrison, Bjorn Leines, Claire Bevilacqua and Dustin Dollin;

» the Bruce ]rons Amphlbulator boardshort, which includes high- performance features msprred and lested by
profess:onal surfer Bruce Irons; and '

r

« the Geoff Rlowley slim fit jean, which possesses proven durability and function with stretch denim

We also generate revenues from the sale of music produced by our label, Volcom Entertamment and films
produced by Veeco' Productions, our film production division.

Y

I
Product Desrgn I! l

We beheve thait our reputatlon for cream'lty and innovation enables us to de51gn products that contmuous]y
evolve in style and functionality while remaining attractive to consumers in our target market-and to our retail
accounts. We have put in place design processes that we belteve allow us to respond quickly to changmg consumer
tastes and preferences ' . . . v
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We employ a 32-person design team located in our Orange County, California headquarters and a 4-person
design team located in our European headquarters. These teams are organized into groups that separately focus on
our mens, girls, boys, snow, Creedler and girls swimwear categories. In addition to our in-house design team, each
of our international licensees employs designers and merchandisers to create products that reflect local trends, while
maintaining our brand image. Our in-house design team and designers from our international licensees generally
meet several times each year to collaboratively develop designs that reflect fashion trends from around the world.
Additionally, design teams for each product category participate in at least three trips per year to locations known
for their influence on fashion and style, such as New York, Paris, London, Sydney and Tokyo. Our domestic
designers and those of our international licensees share the majority of our seasonal styles, resulting in a consistent
lock for Volcom products seld worldwide. We also involve our team riders and core retail accounts in the design
process. We believe that teamn rider input adds to the style and functicnality of our products and reinforces the
credibility and authenticity of our brand. We also believe that involving our retailers provides us with additional
insight into consumer preferences.

Our design calendar is typically organized around four major seasons: spring/summer, fall, snow and holiday.
As aresult of the feedback gathered from our sponsored athletes and core retailers, we are able to incorporate new
looks and features into each season’s product line. These changes range from evolutions within our basic product
lines to new fashion-forward styles.

Manufacturing and Sourcing

We generally contract for the manufacture of each of our product lines separately based on our fabric and
design requirements. We do not own or operate any manufacturing facilities, and source our products from
independently-owned manufacturers. Qur apparel and accessories are generally purchased or imported as finished
goods, and we purchase only a limited amount of raw materials. OQur manufacturers operate facilities using
advanced machinery and equipment, and we believe these manufacturers represent some of the strongest.in their
industry. In 2006 and 20035, we imported over 76% of our products from China, India and Mexico, with Asian
manufacturers producing the majority of our imported products. Qur t-shirts are screen-printed in the United States,
which has resulted in short lead times and has enabled us to react quickly to reorder demand from our retailers and
distnbutors. :

We have developed a sourcing process that allows us to maintain production flexibility and to avoid the capital
expenditures and ongoing costs of operating an in-house manufacturing function. During 2006, we contracted for
the manufacture of our products with approximately 30 foreign manufacturers. Approximately 61%, 13% and 4%
of our total product costs during 2006 and 46%, 25% and 5% of our product costs during 2005 were derived from
manufacturing operations in China, Mexico and India, respectively. We also contract with five domestic screen
printers. Other than Ningbo Jehson Textiles and Dragon Crowd, two of our manufacturers located in China that
accounted for 12% and 15% of our product costs during 2006, respectively, and for 10% and 10% of our product
costs during 2005, respectively, no single manufacturer of finished goods accounted for more than 10% of our
production expenditures during 2006 or 2005. We do not have any long-term contracts with our manufacturers,
choosing instead to retain the flexibility to re-evaluate our sourcing and manufacturing decisions. We evaluate our
vendors primarily on the quality of their work, ability to deliver on time and cost. Representatives from our design
and production staff visit and formally assess our foreign contfact manufacturers approximately six times per year,
We also use the services of third parties to assist us in quality control and to ensure that our manufacturers are in
compliance with applicable labor practices. These third parties generally perform periodic social compliance
audits, provide regular quality inspections, monitor delivery deadlines and assess overall vendor performance. We
believe that our commitment to quality control and our monitoring procedures are an important and effective means
of maintaining the quality of our products and our reputation among consumers.

We work directly with local sourcing agents aligned with foreign contract manufacturers to direct our
production needs to factories that meet our quality and timing needs, We typically choose our manufacturers based
on their expertise in specific product lines. Many of cur manufacturers specialize in multiple product lines, allowing
us to reallocate orders, if necessary, to manufacturers with whom we have established relationships. We believe this
enhances the efficiency and consistency of our sourcing operations. In addition, we maintain relationships with
numerous qualified manufacturers that are available to provide additional capacity on an as-needed basis. We
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regularly research, test and add alternate and back-up-manufacturers to our network to ensure that we maintain a
constant flow ¢f products in order to meet the needs of our retailers and distributors. In addition, we source products
with multiple lvendors allowing for competitive pricing and manufacturing flexibility. Based on 6ur historical
experience w:[h a wide range of manufacturers, we believe alternate manufacturing sources are, available at
comparable costs

We arrange for the production of a majority of our products primarily based on orders received. We have
traditionally réceived a significant portion of our customer orders prior to placement of our initial manufacturing
orders. We usr; these early season orders, and our experience, to project overall demand for our products in order to
secure manufacturmg capacity and to enable our manufacturers to order sufficient raw materials. We believe that
our ability to effectively forecast seasonal orders, combined with our flexible sourcing model, limits our sourcing
risk, increases'our ability to deliver our products to our customers on time; helps us better manage cur inventory and
contributes to,our overall profitability. .

1
Imports andilmport Restrictions

Our independent buying agents, primarily in China, Hong Kong, India and, to a lesser extent, in, other foreign
countries, HSSEIS[ us in selecting and overseeing the majority of our independent third-party manufacturmg and
sourcing. These agents also monitor quota and other tradc regulations in addition to facilitating our quahty control
function. |

Our prmfluc(s manufactured abroad are subject to U.S. customs laws, which impose tariffs as well as import
quota restrictions for textiles and apparel. Quota represents the right, pursuant to bilateral or other international
trade arrange'ments to export amounts of certain catcgofies of merchandise into a country or territory pursuant to a
visa or ]1cen‘.e Pursuant to the Agreement on Textiles and Clothing, quota on textile and apparel products was
eliminated for World Trade Organization, or WTO, member countries, including the United States Canada and
European countries, on January 1, 2005. Notwithstanding quota elimination, China’s accession agreement for
membership i in the WTO provides that WTO member countries (including the United States, Canada and European
countries) m.Jy re-impose quotas on specific categories of products in the event it is determined that imports from
China have !,urged and are threatening to create a market disruption for such categories of products (so called

“safeguard quota provisions™), \

.

g
During 2005, the United States and China agreed 10 a new quota arrangement, which will impose quotas on
certain textile products through the end of 2008. In addition, the European Union also agreed with China on a new
textile arrangement which imposed quotas through the end of 2007. While this new arrangement will not materially
affect vs in the first half of 2007 since our Spring 2007 European line will be produced, marketed and distributed by
our EuropeaIn licensee, the arrangement could affect us once we begin to directly distribute our products in Europe
during the second half of 2007. The United States may also unilaterally impose additional duties in response to a
particular product being imported (from China or other countries) in such increased quantities 515 to cause (or
threaten) serious damage to the relevant domestic industry (generally known as “anti-dumping” actions). We do not
expect the l1m1tauons on imports from China to materially affect our operations because we believe we will be able
to meet our needs from countries not affected by the restrictions or tariffs or from domestic sources. We intend to
closely morutor our sourcing in China to avoid disruptions. The United Statés and other countriés in which our
products are manufactured and sold may, from time to time,-impose new duties, tariffs, surcharges or other import
controls or restrictions, including the imposition of “safeguard quota”, or adjust presently prevallmg duty or tariff
rates or levels. Inan effort to minimize our potential exposure to import risk, we actively monitor 1mp011 restrictions
and quota f:ll rates and, if needed, can shift producuon to other countries or manufacturers. |

Distributio!n and Sales "~ ' 1

We set,lzk to enhance our brand image by controlling the distribution of our products and selling to retailers that
we believe merchandise our products in an environment that supports and reinforces our brand image. Our customer
base as of Diecember 31, 2006, included approximately 1,350 retail accounts that operate approximately 3,900 store
locations (?f which approximately 1,150 accounts that opetated approximately 2,950 stores are located in the
United States) and 12 distributors in countries not serviced by our licensees. Our retail customers are primarily

| .
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comprised of specialty boardsports retailers and several retail chains. Some of these include 17th Street Surf, Becker
Surfboards, Froghouse, Hotline, Huntington Surf & Sport, 1G Performance, K5 Board Shop, Laguna Surf & Sport,
Macy’s West, Nordstrom, Pacific Sunwear, Snowboard Connection, Sun Diego, Surfside Sports, Utility, Val Surf,
West Beach and Zumiez. We encourage our retailers to maintajn specific merchandise presentation standards.-Our
products are offered over the Internet through selected authorized online retailers. At December 31, 2006, we
operated three Volcom branded retail stores located in Southern California, where we believe we can best present
our brand message directly to the consumer. We are currently evaluating opening approximately four Volcom
branded retail stores during 2007 to be located primarily in Hawaii and California. Tn addition to our retail accounts,
we sell to distributors in Latin America, Asia Pacific and other developing marker.s lhroughoul the world. We
distribute our preducts directly in ‘Canada.

Our specialty retailers attract skateboarders, snowboarders and surfers who we believe have influence over
fashion trends and demand for boardsports products. We focus on our relationships with these specialty retailers, as
we believe they represent the foundation of the boardsports market. We collaborate with our specialty retailers by
providing in-store marketing displays, which include racks, wall units and point-of-purchase materials that promote
our brand image. We believe that these programs have enabled us to grow our sales within these accounts and will
enable us to increase our floor space going forward. We also sponsor events and programs at our retailers such as
autograph signings and boardsport demonstrations w1th our team rlders We belicve that our relanonshnps w1th our
retailers are a critical element of our success. ‘

We maintain a national sales force of approximately 28 independent sales representatives. These represen-
tatives are compensated on a commission basis, which we believe provides them with strong incentives to promote
our products. We are ‘typically the exclusive apparel brand sold by these representatives, who may also sell
complementary products from other companies. For certain of our larger retail accounts and dlstnbutors we
manage thé sales relauonshlp in-house rather than using mdcpendent sales representatlves

We employ an in-house sales team to serve major national accounts, such as Zumiez, Pacific Sunwear,
Nerdstrom, Macy’s West, and Tilly’s. We currently have six employees dedicated to our major accounts. We also
employ an in-house sales team to serve international territories not represented by one of our international licensees,
such as Canada, ‘Asia Pacific and Latin America. We currently have three employees dedicated to this effort who
build and maintain relationships in those markets. :

In order to maintain sufficient inventories to meet the demands of our retailers, we typically pre-book orders in
advance of delivery. None of our sales agreements with any of our customers provides for any rights of return. As is
customary in our industry, we do approve returns on a case-by-case basis at-our sole discretion to protect our brand
and our image.

.

We inspect, sort, pack and ship substantially all of our products, other than;those sold by our licensees or in
Canada, from our distribution center located at our headquarters in Orange County, California. We distribute our
products sold in Canada through a third-party- distribution center located in Kamloops, British Columbia. All
products received into these distribution centers are subject to our strict quality control standards, which include
cross-referencing each .style back to the pre-production and fit comments, which were made throughout the
production cycle, reviewing design comments against product shipments, overall shipment inspection for water or
other damage by our receiving department, and garment inspection and specification measurements by our quality
control department.

Licensing

We serve Europe (through the distribution of our Spring 2007 line in Europe), Australia, Brazil, South Africa
and Indonesia through license agreements with five independent licensees. As part of our international strategy, we
expect to produce, market and distribute our products directly in Europe beginning with the introduction of our Fall
2007 line. We have a 13.5% ownership interest in our Australian licensee, Volcom Australia. As of December 31,
2006, Volcom branded products sold by our licensees can be found in over 1,000 store locations in Europe,
approximately 600 store locations in Australia, over 460 store locations in Brazil, approximately 100 store locations
in South Africa and approximately 90 store locations in Indonesia. '
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‘Our international license agreements grant our licensees exclusive, non-transferable rights to produce and sell
specified Volcorﬁ branded products in their respective geographic areas. Our licensees pay us a specnﬁed royalty
rate on their saks of these products. The license agreements require the licensee to follow our quallty.'and design
standards so that all products sold by licensees are consistent with the style, image, design and qualllly of other
products we 5;(:11I We retain the right to require each licensee to discontinue selling any producl that we belleve does
not meet our qualuy and design requirements: Each licensee is also required to pr0v1de us with samplcs of the
Volcom brande products it intends to sell. "‘.

" Our lmemanona] license agreements expire as foliows ' , ,‘,

Licensee I} T - * Initial Expiration Date Extension Termination Date
Burope . 0. ..ot December 31, 2006 (expired) N/A ”
T I June 30, 2007 June 30, 2012,¢
Brazil . . .l ....... e Decembu.er‘}l, 2008 December 31,“—2013
South Africa .. ............... P December 31, 2006 December 31,2011
lndonesnar ........................ December 31, 2009 December 31}-‘2014

F :

In the future, we may assume responsibility for serving territories that are currently represented by our
licensees in order to better control our international distribution and branding. We may accomplish lh:s by acquiring
some of our hccnsees or by establishing our operations abroad in anticipation of the expiration of our license
agreements. We believe directly controlling our international distribution will result in increased: mtemauonal
revenues and Fproﬁtdblilty All of our license agreements, except our European license agreemem which has
expired, may I)e extended at the option of the licensee for an additional five-year term after the mmai explratlon of
the agreemen[ Pursuant to ,our international growth strategy, we established our own operallons in Europe in
anticipation of the expiration of cur licensing agreement with our European licensee on Decembcr,3l 2006. We
recently completed the construction of our European headquarters in Anglet, France and delivered product samples
to the Europe"an sales team for use in their meetings with customer accounts. In addition, we contintte to build the
necessary infrastructure to support these European operations. il

Advertising and Promotion

Our bragld message .blends elements of boardsports, fashion, art, music and film. We employ 5 multi-faceted
advertising &nd promotion strategy. We do not generally use outside marketing agencies, preferrmg instead to
utilize our internal marketing and art departments to create our advertisements and manage our various grassroots
programs. Our advcnmng and promotional strategy consists of athlete sponsorship, Volcom branded events, print
advertisernents, music, film, our featured artist series, our Volcom branded retail stores and onlme marketmg

programs, ’ '1

l
Athlete Sponsorship

' '

We be'lleve that sponsoring high-profile skateboardmg, snowboardmg and surfing athletes, as.well as
supporting emerging talents, is an essentml promotional tool to continue building our brand. We believe our
association with top athletes builds brand equity and authenticity, and strengthens the link between our products and
our target consumers. We seek credibility in our target market by maintaining a strong sponsorshlp presence in our
three boardsports in order to differentiate us from our compemors : ,!

We sponsor domcstlc and international teams of leading athletes thal wear our apparel, use (’)ur producm and
prommemlly display-the Volcom brand and the Volcom Stone logo in competitions and other publlc appearances.
We also pr':aduce films featuring our athletes, and support contests and other events in which our athletes promote
our products. Some of our best-known athietes in each of our three boardsports include the follllowing:

. J , ! ,

|

. Geul)ff Rowley — Geoff won the prestigious Thrasher Skater of the Year in 2001 and has been on the cover of
many major skateboard publications. .

! - i
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Snowboa rdir_; g .

Mark Appleyard — Mark’ was crowned the Transworld Street Skater of the Year in 2003, the Thrasher
Skater of the Year in 2003 and won the Transworld Reader’s Choice Award for-2004,

Ryan Sheckler — Ryan turned professional in 2003 at the age of thirteen. Since turning professional, he has
been crowned the overall winner of the Dew Action Sports Tour in the skateboard park event and the athlete
of the year for the entire tour in 2005 and 2006, placed first at the Vans Triple Crown in 2005, the Stam City
Jam in Vancouver, Canada in 2003, the 2003 X Games Park Final, the Gravity Games in 2003 and the LG
Action Sports Contest in 2004. He also placed second at the 2005 World Globe Cup. Ryan is featured in the
2005 version of Tony Hawk’s Underground video game. He is also featured in the most recent version of
Tony Hawk's video game “Project 8”. In addition, Ryan won the 2006 Champion of Globe’s Global Assault
skateboard contest in Australia. Ryan was also selected as one of Sport Illustrated’s Top 10 Crowd Pleasers
of 2005. Fuel TV crowned Ryan the 2006 Skateboarder and Rider of the Year at the Arby’s Action Sports
Awards

Lauren Perkins — Lauren is a young skateboarder from Huntington Beach, California. She recently placed
second at the Globe World Championship in Australia. Lauren was also recently featured on the cover of the
women'’s action sports magazine, SG.

Shaun White — Shaun is one of the most versatile boardsport athletes in the world, performing at a
championship level in both snowboarding and skateboarding. Shaun’s many achievements include: 2006
Winter Olympics gold medalist in the snowboard halfpipe, four-time X Games Champion, two-time
Session-At-Vail Champion, ‘Nippon Open Champion, Grand Prix in Lake Placid Champion, Air & Style
Champion, Arctic Cha]lengc Champion, U.S. Open Champion, and Vans Triple Crown Slopestyle and
Super-Pipe Champion. Shaun was voted the 2006 Rider of the Year by Transworld Snowboarding, received
the 2006 Readers Choice Award by Transworld Snowboarding and was ranked the top rider of the year by
Snowboarder Magazine.

Terje Haakonsen — Terje’s championships include, among others, two-time Air & Style Champion, three-
time U.S. Open Half-Pipe Champion, three-time International Snowboard Federation World Half-Pipe
Champion, six-time Mt. Baker Banked Slalom Champion and five-time European Half- Pipe Champion,
Recently, Terje set the world record (9.8 meters) for the biggest backside 360 at the 2007 Arctic Challenge.

Bjorn Leines — Bjorn placed fourth in Slopestyle at the 2005 X Games, won the 2003 Red Bull Heavy
Metal, has twice been ranked second by Snowboarder magazine for Rider of the Year, isa featured rider in
Xbox games Amped and Amped 2 and has been a Transworld Snowboarding Magazine Reader’s Choice
Award nominee. '

Janna Meyen — Janna is a 2004, 2005 and 2006 X Games gold medalist and was crowned the 2004
Women's Rider of the Year by Transworld Snowboarding Magazine. Her abilities range from big mountain
riding to halfpipe, slopestyle and handrails.

Elena Hight — Elena was the youngest member of the 2006 U.S. Winter Olymplc Snowboarding team and
placed sixth at the Winter Olympic Halfpipe event. Elena won the Vans Cup snowboard halfpipe competition
in 2007, She also won the Overall Burton Abominable Snow Jam in 2006, placed second at the first two
Grand Prix of Snowboarding events of the 2006/2007 season and placed third at the Winter X Games in
2007. She was voted Womens 2006 Rookie of the Year by Transworld Snowboarding Magazine and the 2006
Grom of the Year at the Fuel Action Sports TV Awards.

1 K

Surfing

¢ Bruce Irons — Bruce is beginning his fourth year of the Association of Surfing Pr(;fessionals, or ASP, World

Championship Tour, or WCT, Bruce won the 2005 Eddie Aikau Big Wave Invitational at Waimea Bay in
Hawaii and the Mr. Price Pro, a six-star WQS event. Bruce has also won the prestigious WCT Pipemasters
event, held at the Banzai Pipeline on the North Shore of Oahu. Bruce was voted ASP Rookie of the Year for
the 2004 WCT season and finished in fourth place in the 2006 Surfer Magazine Readers Choice Poll.
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*+ Dean Morrison — Dean is one of the best Australian surfers and is also on the ASP WCT. He won the WCT
event at his home break at Snapper Rock, Australia in 2003. Dean finished tenth in the world on the ASP’s
WCT tOl:ll' in 2006. Dean has also been featured on many major mdgazme covers in Australi.

i

» Claire Buv:lacqua — Claire is beginning her third year on the Womens World Champlonshlp Tour. She
recently ]Jldced third in the Honolua Womens WCT event. In February 2006, Claire was crownéd the 2005

- ASP Women s Rookie of the Year, Claire placed sixth in the 2004 World Qualifying Series and placed third
in the 2005 Bells Beach, Australia WCT contest.

r

We sponsorl additional high-profile boardsport athletes. Some of these athletes include Dustin Dollm Rune
Glifberg, Darre]llStanlon Caswell Berry, Wille Yli-Luoma, Seth Huot, Gigi Ruf Gavin Beschen and Ozzu: Wright.

We have corltractua] relationships with our sponsored athletes whereby we compensate them for promotmg our
products. Sponsorshlp arrangements are typically structured to give our athletes financial incentives to maintain a
highly visible profile. Qur contracts typically grant us an unlimited license for the use of the athletes’ names and
likenesses, and typically require the athletes to maintain exclusive association with our apparel. In tumn, we agree to
make cash payments to the athletes for various public appearances, magazine exposure and competitivé victories
while wearing our products. In addition to cash payments, we also generally provide limited free products for the
athletes’ use, zmdI fund some travel expenses incurred by sponsored athletes in conjunction with promotmg our
products. | .

» \ H
VOICOM'ABI.'EIET?I.’d Events . . _ '

An important aspect of our marketing platform is our creation and support of grassroots skateboard, snowboard
and surfing events in markets worldwide. We describe the driving philosophy behind many of these everl't.s as “Let
The Kids Ride Free,” which we believe embodies our anti-establishment brand image. We believe that thése events
help our brand realch a wide audience within our target market. Hundreds of competitors and spectators, typlcally
attend these evem.", "

We run a sepa‘rate contest series for each of skateboarding, snowboardmg and surfing. These contests include
the Wild in the Palks Skate Series, the Peanut Butter and Rail Jam Snow Series and the Totally Cruslaccous Surf
Series. These contests are heid around the world both by us and by our international licensees. At these events we
emphasize fun andI excitement for participants and spectators. The contests are open on a first-come, ﬁrst-served
basis and entry is free so amateurs and first time competitors can compete alongside professionals. Addltlonally,
free beverages and food are often provided, along with giveaways from us and other companies. We have:recently

created a global chzinmpionship event for each series where we invite the top qualifiers from each event to compete.
. } ’

We organize, |produce and manage these events through our intemnal marketing department, which is
responsible for choosing venues, arranging sponsored athlete attendance, marketing and working at each'contest.
By promoting Volcom branded events throughout the year, we are able to collect consumer feedback and msrght
that, we believe, allows us to keep our brand connected to our target market and enab}es us o kecp our products
fresh and relevant. | )

| ' C b
‘ |
Print Adven‘isements '

We place' the nllajomy of our print advertisements in boardsports magazines such as Thrasher, Transwor]d
Skateboarding .and Snowboardmg, Snowboarder, Surfing and Surfer. We also advertise in fashion llfestylc
magazines such as Anthcm Flaunt and Swindle. We combine athletes, lifestyle, innovative visual deSIgns and
our unique style into our advertisements. Our internal art department designs all of our advertisements, including
most* of those placed in international publications to support our licensees. We do not generally use odutside
advertising agencies. iBy maintaining complete creative control of cur advertisements, we are able to ensure that our
brand image remamJ consistent with our heritage and passion for action sports. We currently design and place
approximately 30 d1it”erem advertisemenis per month in publications that we believe effectively reach ourltarget
market. : . .




Music I

We operate our own musw label, Volcom Entertainment, which identifies and signs musical artists and
produces and distributes recordings in the form of CDs, digital downloads and wireless media through our retail
accounts, music retailers and online distribution channels. Some of our best-known artists include Valient Thorr, a
rock band from Chapel Hill, North Carolina; Riverboat Gamblers, a'rock band from Austin, Texas; ASG, arock
band from Wilmington, North Carolina; Totimoshi, a rock band from Oakland, California; and Birds Of Avalon, a
rock band from Raleigh, North Carolina. We bélieve that this component of our marketing platform provides us with
a creative and artistic medium to; connect with our target market and differentiates us from our competitors. As of
December 31, 2006, our music llabcl had distributed over 50 titles and sold over 275,000 units worldwide.

While we currently gencratcfmodest revenues from sales of music, these products reinforce cur brand image. To
promote our music artists, we have operated “The Volcom Stage™ since 1999 as part of the Vans Warped Tour, an annual
music festival. We also operate and sponsor an annual music competition for unsigned rock bands called the “Band
Joust.” Additionally, our bands play at tradeshows, account demonstrations and other Volcom events. We have entered
into a distribution arrangement with WEA Rock LLC, pursuant to which ADA, a music distribution company owned by
Warner Music Group, distributes our music. This arrangement provides us with a greater array of distribution options for
our bands. We intend to continug to promote Volcom Entertainment as an enhancement to our brand.

Film i

We produce skateboarding, snowboarding and surfing films that feature our sponsored athletes through Veeco
Productions, our film production division. We started this division in 1993, and believe that our films, like our
music, are'an integral part of our marketing and branding efforts.

Veeco has produced over I15 films including Alive We Ride, The Garden, Subjeki: Haakonsen, Magnaplasm,
Chichagof and The Bruce Movie. In 2006, we released our newest snowboarding movie Escramble. Qur films have
been critically acclaimed and’ have won awards such as Best Core Film- at the X-Dance Film Festival, Best
Cinematography for a Snow Movie at the Unvailed Band and Board Event, Surfer Magazine’s Video of the Year and
Surfer Magazine's Video Award for Best Performance by a Male Surfer (Bruce Irons — twice). In our films, we
feature Volcom team riders such as Geoff Rowley, Shaun White, Terje Haakonsen and Bruce Irons wearing Volcom
branded products, which emphasizes our boardsports heritage and close association with leading boardsports
athletes. Our films are distributed to our retail customers, as well as music and video stores and rental chains. We
have typically produced and distributed approximately one to two new films per year, and we are currently workmg
on two projects to be released in 2007.

o .
Featured Artist Series

In 1995, we introduced the Volcom Featured Artist Series. This series was developed to _showEase the artistic
depth of our brand. We produc'e t-shirts and other products featuring the artwork of team riders, employees and other
talented artists affiliated with us and the action sports community. The art created by our featured artists has been
shown in art shows around the world, including exclusive exhibits at our 126 La Brea retail store in Los Angeles.

“The Volcom Featured Artist Series is important to our brand and differentiates us from our competition.’
i

Retail

We' currently operate three Volcom branded retail stores located in Southern California. We believe that
operating company-owned, branded retail stores is an effective way for us to promote our products, athletes and
brand image. The Volcom stores are stocked with much of our product line, as well as limited edition goods only
available in our stores. Our Volcom stores regularly host events with our athletes. Volcom featured artists and
musicians, which attract consumers and enable us to showcase our brand. The design and layout of the stores, which
include an assortment of our apparel, art presentations, a music listening station with Volcom Entertainment titles
and a Veeco Productions section with all of our film titles, exemplifies our philosophy of change and youth culture.
We are evaluating a limited number of markets for future Volcom stores. We are currently evaluating opening
approximately four Volcom branded retail stores during 2007 to be located primarily in Hawaii and California. Our

1
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licensees currcn[ly operate Volcom branded retail stores in such places as Kuta Beach, Bali and Hossegor France,
which are two of the most famous surfing destinations in the world. g
E 1

The Volcom Pipehouse s

1

In Februarly 2007, we purchased one of the most famous houses in surfing history directly in front of the
Pipeline surf brl ak on the North Shore of Oahu, Hawaii, commonly referred to as the Pipehouse. This house is our
second reSIdencc in front of the world renowned Pipeline surf break. This home will be the hcadqudners for top
Volcom team nders and will also be used as:a research and development center for product design and testing and
retailer roundtables The original Volcom house will continue to accommeodate the majority of Volcom’s domestic
and mtemanonal up-and-coming teamn riders and serve as a marketing location throughout the year.! We believe
these two prop-:rtles provide Volcom with a unique global marketing platform. - i

B i . . . .
Online Manl'teting b . . 4

Our websﬁte, located at www.volcom.com, serves as an additional medium for us to communicate our brand
message. Visit(:)rs to our website are able to view our line of apparel and accessories, read news releases' learn about
our team nden and view information about our Volcom branded events. Our website offers a dlrectory of our
traditional, store based retailers and we sell our films and music direct to consumers on our website. We do not
generally sell apparel on our website, other than certain Volcom Entertainment products, but we do prov1de links to
select online retailers. As a means to further connect with our core consumers, we allow visitors to sign-up for email
distribution ofj periodic news releases as well as updates on our product line, team riders and Voch:om branded
events. Information contalned on our website does not constitute part of, nor is it incorporated into, [hlS Form 10-K.

' ) Lot . . '
Competition‘ , T . , i

We comgete globatly with companies of various size and scale, many of whom are significantly l{arger than we
are and have substantially greater resources than we have. We believe our most significant direct competitors
currently lnCllElde Quiksilver Inc., including the Quiksilver, Roxy and DC brands; Billabong International Limited,
mcludmg the Blllabong and Element brands; and Burton. We also compete with smaller compames'that focus on
one or more boardsport segments. The boardsports market is susceptible to rapid changes in consumer preferences,
which could .'IlffECl acceptance of our products. ! '

We competc primarily on the basis of successful brand management and recognition, marketmg and product
design, style, performance and quality. We believe that we compete favorably with our competitors on these bases,
although beciuse several of our competitors are public companies with greater resources than we have they have
been able to allocate these resources toward brand building and marketing.programs that are greater in scope and
size than OUI'J: In order to further our success and continued growth we believe it will be necessary to:

. . . . .
* maintiin our reputation as a popular lifestyle brand among the skateboarding, snowboardmg and surfing
comrriunity and others who associate themselves with the action sports youth lifestyle;

» contiriue to develop and respond to global fashion and lifestyle trends in our target market
* advance our brand as an authentic, * dntl-establlshment brand while continuing to grow as a giobal business;
* design stylish, high-quality products at appropriate prices for our target market; and

. contirltuc to convey our lifestyle message to our target market worldwide.

Principal Clustomers : !

As of December 31, 2006, our customer base included approximately 1,350 accounts that operated approx-
imately 3, 900 store locations (of which approximately 1,150 accounts that operated approximately 2,950 stores are
located in the United States) and 12 distributors in international territories not serviced by one of our licensees. In
2006, 2005 and 2004, 44%, 47% and 44%, respectively, of our product revenues were derived from' our five largest
customers. Other than Pacific Sunwear, which accounted for 26%, 29% and 27% of our product revenues in 2006,

: . 4
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2005 and 2004, respectively, no single customer dCCOUﬂ[Ed for more than 10% of our product revenues dunng 2006,
2005 or 2004. : - g ’

Credit and Collection

We extend credit to our customers based on an assessment of a customer’s financial condition, generally
without requiring collateral. To assist in the scheduling of production and the shipping of products within our snow
category, consistent with industry practice, we offer customers discounts for placirig pre-season orders and extended
payment terms for taking delivery before the peak shipping season. These extended payment terms increase our
exposure to the risk of uncollectible receivables. However, throughout the year, we perform credit evaluations of our
customers, and we adjust credit’ limits based on payment history and the customer’s creditworthiness. We
continually monitor our collections and maintain a reserve for ‘estimated credit losses based on our historical
experience and any specific customer collections issues that are identified. While such credit losses have
historically been within our expectations and reserves, we cannot assure you that we will continué to experience
the same credit loss rates we have,experienced in the past. ' :

T o R jaL Ly v woro . . B Ll

Trademarks |, o o oo, . o '

We own the Volcom and Volcom Stoné Design trademarks and' various combinations ‘of these marks in
approximately 100 countries arbund the world. Our trademarks, many of which are registered or subject to pending
applications inthe United States and other nations; are mainly for use on apparel and related accessoriés and for
retail services. We also apply for and register our Volcom Entertainmént and Veeco Productions trademarks in the
United States and internationally méinly for use with otr music and film products. We believe our trademarks and
our other intellectual property are crucial to the successful marketing and sale of our products, and we attempt to
vigorously prosecute and defend our rights throughout the world. Each trademark registered with the U.S. Patent
and Trademark Office has a duration of ten years and is subject to an indefinite number of renewals for a like period
upon appropriate application. Trademarks reglslered outside of the Umted States typically have a duration of
between seven and fourteen years dependmg upon the jurigdiction and are also generally subject o an indefinite
number of renewals for a like period upon approprlate application.

i 1 . . . . . 4.

Government Regulation '

Our products are subject to governmental health safety regulations in most countries where they are sold,
including the United States, the European Union and Australia; as well as import duties and tariffs on products being
imported into countries outside of the United States. In addition; we are subject to various state and Federal
regulations generally applicable to similar businesses. We regularly inspect our production techniques and
standards for complzance with apphcab]e requlremems including the -Customs Trade Partnership Act Against
Terrorism.

Lo , '
Management information Systems

We use an intégrated software package for substantially all of our operations. The software package is
specifically designed for apparel distributors and producers. This software package is used for stock keeping unit, or
SKU, management and classification inventory tracking, purchase order management, merchandise distribution,
automated ticket generation, general ledger functions, sales auditing, accounts payable management and integrated
financial management. The system provides summary data for all departments and a daily executive summary
report used by management to observe business and financial trends.

{
Employees

We believe our employees are dmong our most valuable resources and have been an important part of our
success. As of December 31, 2006, we had a total of 259 full-time employees, including 78 in sales, art and
marketing, 55 in general and administration, 36 in design and development, 38 in manufacturing support and 52 in
warchousing operations. We are not party to any labor agreements and none of our employees is represented by a
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labor union. We consider our relationship with our employees to be excellent and have never experienced a work

stoppage. i ‘ .o

: . . ' | 3
ITEM 1A. RISK FACTORS -

.
4,

"Before decidling to purchase, hold or sell our common stock, you should carefully consider the risks described
below in additior to the other cautionary statements and risks described elsewhere, and the other information
contained, in this F?r:'port and in our other filings with the SEC, including oiir subsequent reports on Forms 10-Q ‘and
8-K. The risks and uncertainties described below are not the only ones we face. Additional risks and uncertainties
not presently knovn to us or that we currently deem immaterial may also affect our business. [f any of these known
or unknown risks|or uncertainties actually occurs with material adverse effects on us, our business, financial
condition and results of operations could be seriously harmed. In that event, the market price for our cominon stock
will likely decline,f and you may.lose all or part of your investment.

! . .
Our earnings may be adversely affected by the discontinuance aof our licensing relationship in Europe
and the additional expenses incurred while taking direct control of the Volcom brand in Europe. ',

. ; i v
Since 1996, “e have conducted our operations in Europe through a licensee. Our European licensing revenues

were $2.3 million, $1.7 million and $1.5 miilion in 2006, 2005 and 2004 fespectively. We are currently in the
process of takirig direct control of the Volcom brand in Europe. Through the first half of 2007, we will only generate
royalty fevenue from our European licensee and will not generate any significant revenue from our direct European
operations. Dunng'thls time, we eXpect to incur significant costs as-we continue to build infrastructure and hire
additional personnel to support the European business. These additional costs will cause a significant i 1ncrease and
ramp up; in our selling, general and administrative expenses. These additional expenses will not generate any
additional revenue ‘during the first half of 2007 and will decrease our eammgs and affect our overall financial
performance dunngr this period. . B
t
One retail customner represents a material amount of our revenues, and the loss of this retail customer or.
reduced purchases from this retail customer may have a material adverse effect on our operating . resulls

Pacific Sunwcclr accounted for approximately 26% of our product revenues in 2006 and approxlmately 29% in
2005. We do not have a long-term contract with Pacific Sunwear, and all of its purchases from us have historically
been on a purchase ‘order basis. Sales to Pacific Sunwear increased 18%, or $8.3 million, for 2006 compared to
2005. However, we [nay see sales to Pacific Sunwear decline, and we currently expect a decrease in sales to Pacific
Sunwear for 2007 campared to 2006. It is unclear where our sales to Pacific Sunwear will trend in the tonger term.
We recognize that any customer concentration creates risks and we are, therefore, assessing strategies to Iessen our
concentration with Plamf" ic Sunwear. We cannot predict whether such strategies will reduce, in whole or in part our
sales concentration v'nth Pacific Sunwear in the near or long term. Because Pacific Sunwear has represented'such a
significant amount of our product revenues, our results of operations are hkely to be adversely affected by any
Pacific Sunwear decision to decrease its rate of purchases of our products. Any further decrease in its purchases of
our products or-if it nlo longer purchases our products or a change in the timing of its orders will have an additional

adverse affect on our operating results K
: |

. If our new pmduc_l lmtmtwes are not accepted by our custamers or lf we are unable to maintain our
margins, it could matenally ‘affect our financial performance.

We are currcntlyl in the process of introducing several new product lines, including our Creedlers sandals and
slip-on footwear, girls swimwear and kids lines. These categories are subject to intense competition in the
marketplace. As is typical with new products, market acceptance of these new lines is uncertain and achieving
market acceptance may require substantial marketing efforts and expenditures. We also cannot assure you that these
new products will havz the same or better margins than our current products. The failure of the new product lines to
gain market acceptanc'e or our inability to maintain our current product margins with the new lines could adversely
affect our business, financial performance and brand image. | Lo !

[
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If our marketing efforts do not effectively maintain dand expand our brand name recognition, we may not
be able to achieve our growth strategy.

We believe that broader recognition and favorable perception of our brand by consumers in our target market is
essential to our future success. To increase brand re_:cognition, we believe we must continue to devote significant
amounts of time and resources to advertising and promotions. These expenditures, however, may not result in an
increase in favorable recognition of our brand or a sufficient increase in revenues to cover such advertising and
promotional expenses. In addition, even if our brand recognition increases, our consumer base and our revenues
may not increase, and may in fact decline, either of which could harm our business.

If we are unable to continue to develop innovative and stylish products, demand for our products may
decrease and our brand image may be harmed.

The boardsports apparel industry is subject to constantly and rapidly changing consumer preferences based on
fashion trends and performance features. Our success depends largely on our ability to anticipate, gauge and
respond to these changing consumer demands and fashion trends in a timely manner while preserving the relevancy
and authenticity of our brand. In addition, we generally make decisions regarding product designs several months in
advance of the time when consumer acceptance can be measured.

QOur success is largely dependent upon our ability to continue to develop innovative and stylish products. As is
typical with new products, market acceptance of new designs and products we may introduce is subject to
uncertainty. We cannot assure you that our efforts wiil be successful. The failure of new product designs or new
product lines to gain market acceptance could adversely affect our business and our brand image. Achieving market
acceptance for new products may also require substantial marketing efforts and expenditures to expand consumer
demand. These requirements could strain our management, financial and operational resources. If we do not
continue to develop stylish and innovative products that provide better design and performance attributes than the
products of our competitors and that are accepted by consumers, we may lose consumer loyalty, which could result
int a decline in our revenues and market share.

Changes in the mix of retailers to whom we distribute our products could impact our gross margin and
brand image, which could have a material adverse effect on our results of operations.

We sell our products through a mix of retailers, including specialty boardsports retailers and several retail
chains. Although we do not currently anticipate material changes in the mix of our retail customers, any such
changes could adversely affect our gross margin and could negatively affect both our brand image and our
reputation with our consumers. A negative change in our gross margin or our brand image and acceptance could
have a material adverse effect on our results of operations and financial condition,

We may be unable to sustain our past growth or manage our future growth, which may have a material
adverse effect on our future operating resulls.

We have experienced rapid growth since our inception, and have increased our revenues from $57.1 million in
2002 to $205.3 million in 2006, We anticipate our rate of growth in the future will depend upon, among other things,
the success of our growth strategies, which we cannot assure you will be successful. In addition, we may have more
difficulty maintaining our prior rate of growth of revenues and profitability. Qur future success will depend upon
various factors, including the strength of our brand image, the market success of our current and future products,
competitive conditions and our ability to manage increased revenues, if any, or implement our growth strategy. In
addition, we anticipate significantly expanding our infrastructure and adding personnel in connection with our
anticipated growth, which we expect will cause our selling, general and administrative expenses to increase in
absolute dollars and which may cause our selling, general and administrative expenses to increase as a percentage of
revenue. Because these expenses are generally fixed, particularly in the short-term, operating results may be
adversely impacted if we do not achieve our anticipated growth.

Future growth may place a significant strain on our management and operations. If we continue to experience
growth in our operations, our operational, administrative, financial and legal procedures and controls may need to
be expanded. As a result, we may need to train and manage an increasing number of employees, which could
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distract our managzement team from our business. Our future success will depend substantially on the ability of our
management teatfn to manage our anticipated growth. If we are unable to anticipate or manage our growth
effectively, our operating. results could be adversely affected. . "
-
Our business could be harmed if we fail to maintain proper inventory levels.

We have tra}dmonally received a substantial portion of our customer orders prior to placement of our initial
manufacturing otidcrs However, we also maintain an inventory of selected core products that we anticipate will be
in high demand such as t-shirts. We may be unable to sell the products we have ordered in advance from
manufacturers 01 that we have in our inventory. Inventory levels in excess of customer demand may result in
inventory write- downs or the sale of excess inventory at discounted or close-out prices, all of which could adversely
affect our gross margins. These events could significantly harm our operating results and impair our brand image.
Conversely, if wL underesumate consumer ‘demand for our products or if our manufacturers fail to supply quality
producis in a tlmely manner, we may experience inventory shoriages. Inventory shonages might result in unfilled
orders, negatwe]y impact retailer relauonshlps diminish brand loyalty and result in lost revenues, any of which
could harm our 'busmess

If we are umlrble to maintain and expand our endarsements by professional athletes, our abtlu‘y to market
and sell our ,9roducrs may be harmed.

A key element of our marketing strategy has been to obtaln endorsements from promlncnt boardsports athletes,
which contnbulw“s to our authenticity and brand image. We believe that this strategy has been an effectlve means of
gaining brand e: cposure worldwide and creating broad appeal for our products. We cannot assure you that we will be
able to maintair our existing relationships with these individuals in the future or that we will be able to attract new
athletes to endorse our products. Larger companies with greater access to capital for athlete sponsorship may in the
future increase rhe cost of sponsorship for these athletes to levels we may choose not to match. If this were to occur,
our sponsored athletes may terminate their relationships with us and endorse the products of our compemors and we
may be unableto obtain endorsements from other comparable athletes.

- 4

i
*'We also are subject to risks related to the selection of athletes to endorse our products. We may select athletes
who are unable to perform at expected levels or who are not sufficiently marketable. In addition, negative publicity
concerning an) of our athletes could harm our brand and adversely impact our business. If we are unable in the
future to secur'e prominent athletes and arrange athlete endorsements of our products on terms we deem to be
reasonable, we' may be required to modify our marketing platform and to rely more heavily on other forms of
marketing and'promotion which may not prove to be as effective.

If we fail to secure or protect our intellectual property rights, counterfeiters may be able to copy and sell
imitations of our products and competitors may be able to use our des:gns, each of which could harm our
reputation, reduce our revenues and increase our costs

We rely on intellectual property laws to protect our proprletary rights with respecl to our tradema:ks and
pending patent. We are susceptible to injury from the counterfeiting of our products, which may harm our reputation
for producing !hl gh-quality products or force us to incur additional expense in enforcing our rights. It is difficult and
expensive to detect and prevent counterfeiting. Despite our efforts to protect our intellectual property, counterfeners
may continue lo violate our intellectual property rights by using our trademarks and imitating our producls which
could polenuc'llly harm our brand, reputation and financial condition.

Since our products are sold internationally, we are also dependent on the laws of foreign countties to protect
our intellectu} property. These laws may not protéct intellectual property rights to the same extent or in the same
manner as theilaws of the United States. We cannot be certain that our efforts to protect our intellectual property will
be successful or that the costs associated with protecting our rights abroad will not negatively impact our results of
operations. Wc may face significant expenses and liability in connection with the protection of our intellectual
property rights both inside and outside of the United States. Infringement claims and lawsuits likely would be
expensive to jesolve and would require substantial management time and resources. Any adverse determination in
litigation cotild subject us to the loss of our rights to a particular trademark, which could prevent us from
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manufacturing, selling or using certain aspects of our products or could subject us to substantial liability, any of
which would harm our results of operations. Aside from infringement claims against us, if we fail to secure or
protect our intellectual property rights, our competitors may be able to use our designs. If we are unable to
successfully protect our intellectual property rights or resolve any conflicts, our results of operations may be
harmed.

Our current executive officers and management personnel are critical to our success, and the loss of
these individuals could harm our business, brand and image.

We are heavily dependent on our current executive officers and management. The loss of any executive officers
or management personnel, or the inability to attract or retain qualified personnel, could delay the development and
introduction of, and harm our ability to sell, our products and damage our brand image. We believe that our future
success is highly dependent on the contributions, talents and leadership of Richard Woolcott, our President, Chief
Executive Officer and founder. While our other key executive officers have substantial experience and have made
significant contributions to our business, Richard remains a driving force behind our brand image and philosophy.
We have not entered into an employment agreement with Richard and we cannot be certain that he will stay with us.
Richard’s services would be very difficult to replace. We do not carry key man insurance and do not expect to carry
such insurance in the future. We may not be able to retain our current executive officers and management personnel,
which could have a material adverse effect on our results of operations. '

Our ability to attract and retain qualified design and sales and marketing personnagl:is critical to our
success, and any inability to attract and retain such personnel could harm our business.

Qur future success may aiso depend on our ability to attract and retain additional qualified design and sales and
marketing personnel. We face competition for these individuals wortdwide, and there is a significant concentration
of boardsports apparel and action sports companies based in and around our headquarters in Orange County,
California. We may not be able to attract or retain these employees, which could have a material adverse effect on
our results of operations and financial condition.

4

We do not have long-term contracts with any of our retailers, and the loss of orders for our products from
our retailers may have a material adverse effect on our operating results.

We do not maintain long-term contracts with any of our retatlers, and retailers generally purchase products
from us on a purchase order basis. As a result, our retailers generally may, with little or no notice or penalty, decide
to cease ordering and selling our products, or could mateﬁa!ly reduce their orders in any period. If certain retailers,
individually or in the aggregate, choose to no longer sell our products, it may be difficult for us to change our
distribution to other retailers in a timely manner, which could have a material adverse effect on our financial
condition and results of operations.

Any inability to receive timely deliveries from our manufacturers could harm our business.

We face the risk that the manufacturers with whom we contract to produce our products may not produce and
deliver our products on a timely basis or at all. Our products are generally produced by independent, foreign
manufacturers. In 2006, we used approximately 30 of such manufacturers. We cannot be certain that we will not
experience operational difficulties with our manufacturers, such as reductions in the availability of production
capacity, errors in complying with product specifications, insufficient quality control, failures to meet production
deadlipes or increases in manufacturing costs. The failure of any manufacturer to perform to our expectations could
result in supply shortages or untimely deliveries of certain products, either of which could harm our business,
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If the Umlted States continues to impose-tariffs and import quota restrictions on.products manufactured
in China and we are unable to obtain sufficient product from countries other than China or - from .
domestic tources, or if the products we obtain from these other countries or domestic sources are of

' msuﬁic:eut quality, it could materially affect our gross margin and ﬁnancml performance.

Virtuall y all of our merchandise imported into the United States is subject to duties. Until January 1, 2005, our
apparel merchandise was also subject to quota, Quota represents the right, pursuant to bilateral or other international
trade arrangements, to export amounts of certain categories of merchandise into a country or territory pursuant to a
visa or license. Pursuant to the Agreement on-Textiles and Clothing, quota on textile and apparel products was
eliminated f(:)r World Trade Organization, or WTO, member countries on January I, 2005. Notwithstanding quota
elimination, China’s accession agreement for membership into the WTO provides that WTO member countries
(including the United States, Canada and European countries) may re-impose quotas on specific categories of
products in the event it is determined that imports from China have surged and are threatening to create a market
disruption for such categories of products (so called “safeguard quota provisions™). The United States may also
unilaterally impose additional duties in response to a particular product being imported (from China or other
countries) in such increased quantities as to cause (or threaten) serious damage to the relevant domestic industry
(generally known as “anti-diimping™ actions). In addition, the European Union also agreed with China on a new
textile arrangement which imposed quotas through the end of 2007. While this new arrangement will not materially
affect usin the first haif of 2007 since our Spring 2007 European line will be produced, marketed and distributed by
our European licensee, the arrangement could affect us once we begin to directly distribute our products in Europe
during the second half of 2007. Additionally, China has imposed an export tax on all textile products manufactured
in China. The United States and other countries in which our products are manufactured and sold may, from time o0
time, impose: new duties, tariffs, surcharges or other import controls or restrictions, including the imposition of

“safeguard quota or adjust presently prevailing duty or tariff rates or levels. The establishment of these quotas or
additional giiotas or duties could cause disruption in our supply chain and could materially adversely affect our
gross ma:gm and financial performance. . "

1
P

CAny shorage of raw materials cou[d impair our ability to ship orders of our products ina cost efficient
manner olr could cause us to miss the delwery requirements af our customers, which could harm our.

 business. | : '
- |

The ca]l)acity of our manufacturers to manufacture our products is dependent, in part, upon the avaitability of
raw materials. Our manufacturers may experience shortages of raw materials, which could result in delays in
deliveries 0}: our products by our manufacturers or in incréased costs to us. Any shortage of raw materials or.
inability to {"ontrol COsts assocnated with manufacturing could increase the costs for our products or impair our

_ability to shlp orders of our products in a cost-efficient manner and could cause us to miss the delivery requirements
" of our customers. As a result, we could experience cancellation of orders, refusal to accept deliveri€s or a reduction

in our prices and margins; any of which could harm our financial performance and results of operations.

1
¢

If we arelrequii‘ed to establish new manufacturing relationships due to the termination of current key
manufacturing relationships with large contractors such as Ningbo Jehson Textiles and Dragon Crowd,
we would likely experience increased costs, disruptions in.the manufacture and shipment of our products
and a loss of revenue.

« . Our m;'mufacturers could cease to provide products to us with little or no notice. Two contfactors Ningbo
Jehson Tcxtxles and Dragon Crowd accounted for 12% and 15%, respectively, of our product costs in 2006 and 10%
and 10%, respecuvely, of our product costs in 2005. A loss of either or both of these manufacturers or other key
manufacturérs may result in delayed deliveries to our retailers, could adversely impact our revenues in a given
season and may require the establishment of new manufacturing relationships, which involves NUMErous uncer-
tainties, such as whether the new manufacturers will perform to our expectations and produce quallty products in a
tlmely,,cost'-efﬁcwm manner-on a consistent basis, either of which could make it difficult for'us to meet our
retailers’ orders on satisfactory commercial terms. If we are required to establish new manufacturing relationships,
we would likely experience increased costs in seeking out such relationships, disruptions in the manufacture and
shipment oi; our products while seeking alternative manufacturing sources and a corresponding loss of revenues.
' 1

! 17 |




-

Our business could suffer if any of our or our licensees’ key manufacturers fails to use acceptable labor
practices.

It is difficult to monitor and control the labor practices of our independent manufacturers. The violation of
labor or other laws by an mdepcndent manufacturer utilized by us or a licensee of ours, or the dwergence of an
independent manufacturer’s or.licensing partner’s fabor practices from those generally accepted as ethical in the
United States, could damage our reputation or interrupt, or otherwise disrupt the shipment of finished products to us
or our licensees if such manufacturer is ordered to cease its manufacturing operations due to violations of laws or if
such manufacturer’s operations are adversely affected by such failure to use acceptable labor practices. If this were
to occur, it could have a material adverse effect on our financial condition and results of operations.

We may not be able to compete effectively, which could cause our revenues and market share to decline.

The boardsports apparel industry, and the apparel industry in general, is highly competitive. We compete with
numerous domestic and foreign designers, distributors, marketers and manufacturers of apparel, accessories and
other related products, some of which are significantly larger and have greater resources than we do. We believe that
in order to compete effectively, we must continue to maintain our brand image and reputation, be flexible and
innovative in responding to rapidly changing market demands and consumer preferences, and offer consumers a
wide variety of high-quality appare} at premium prices. We compete primarily on the basis of brand image, style,
performance and quality.

The purchasing decisions of consumers are highly subjective and can be influenced by many factors, such as
brand image, marketing programs and product design. Several of our competitors enjoy substantial competitive
advantages, including greater brand recognition, longer operating histories, more comprehensive product lines and
greater financial resources for competitive activities, such as sales and marketing and strategic acquisitions. The
number of our direct competitors and the intensity of competition may increase as we expand into other product
lines or as other companies expand into our product lines. Qur competitors may enter into business combinations or
alliances that strengthen their competitive positions or prevent us from taking advantage of such combinations or
alliances. Our competitors also may be able to respond more quickly and effectively than we can to new or changing
opportunities, standards or consumer preferences, which could result in a decline in our revenues and market share,

We may be adversely affected by the financial condition of our retailers.

" Some of our retailers have experienced financial difficulties in the past. A retailer experiencing such
difficulties will generally not purchase and sell as many of our products as it would under normal circumstances
and may cancel orders. In addition, a retailer experiencing financial difficulties generally increases our exposure to
the risk of uncollectible receivables. We extend credit to our retaiters based on our assessment of the retailer’s
financial condition, generally without requiring collateral. While such credit losses have historically been within
our expectations and reserves, we cannot assure you that this will continue. Financial difficulties on the part of our
retailers could have a material adverse effect on our results of operations and financial condition.

Our revenues and operating income fluctuate on a seasonal basis and decreases in sales or margins
during our peak seasons could have a disproportionate effect on our overall ﬁnancral condition and
results of operations. ‘

Historically, our operating results have been subject to seasonal trends when measured on a quarterly basis. In
the past, we have experienced greater revenues in the second half of the year than those in the first half due to a
concentration of shopping around the fall and holiday seasons, and pricing differences between our products sold
during the first and second half of the year, as products we sell in the fall and holiday seasons generally have higher
prices per unit than products we sell in the spring and summer seasons. We typically sell more of our summer
products {boardshorts and t-shirts) in the first half of the year and a majority of our winter products {pants, long
sleeve shirts, sweaters, fleece, jackets and outerwear) in the second half of the year. We anticipate that this seasonal
impact on our revenues is likely to continue. Because a-substantial portion of our operating income is derived from
our third and fourth quarter revenues, a shortfall in expected thu-d and fourth quarter revenues would cause our
annual operating results to suffer significantly.
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Cyclical economw trends i in apparel retailing could have a material adverse effect on our results of
operatzons.

The apparel industry historically has been subject to substantial cyclicallity. As the economic conditions in the
United States change, the trends in discretionary consumer spending become unpredictable and discretionary
consumer spending could be reduced due to uncertainties about the future. When discretionary consumer spending
is reduced, purchases of premium apparel and related products may decline. A recession in the general economy or
uncertainties regarding future economic prospects that affect consumer spending habits could have a material
adverse effect on our results of operations.

We face business, political, operational, financial and economic risks because a portion of our revenues
are from international customers, substantially all of our products are sourced overseas and our licensees
operate ouiside of the United States.

We and our international licensees are subject to risks inherent in international business, mariy of which are
beyond our and our licensees’ control, including:

. dlfﬁ( ulties obtaining domestic and foreign export, import and other governmental approvals, permits and
hcenscs and compliance with foreign laws, which could halt, interrupt or delay our operations if we cannot
obtain such approvals, permits and licenses;

« difficulties encountered by our international licensees or us in staffing and managmg foreign operations or

mternauonal sales;
10z .

. trancponauon delays and difficulties of managlng international distribution channels;
« longer payment cycles for, and greater difﬁculty collecting, accounts receivable and royalty payments;
§ - . i . 1 N

» trade restrictions, higher tariffs, currency fluctuations or the imposition of additional regulations relating to
impc:)rt or export of our products, especially in China, where a large portion of our products are manu-
factured, which could force us to seek alternate manufacturing sources or increase our expenses;

* unexpected changes in regulatory requirements, royalties and withholding taxes that restrict the repatriation
of earnings and effects on our effective income tax rate due to profits generated or lost in foreign countries;

* political and economic instability, including wars, terrorism, political unrest, boycotts, curtailment of trade
and other business restrictions; and :

] .
¢ natural disasters. . "

Any of these factors could reduce our revenues, decrease our gross margins or increase our expenses and could
matertally zidversely affect our revenues and results of operations. To the extent that we establish our own operations
in international territories where we currently utilize a licensee, such as in Europe, we will incréasingly become
subject to risks associated with operating outside of the United States. - g

Fluctuarions in foreign currency exchange rates could harm our results of operations.

¢

We pu!rchasc finished goods from foreign manufacturers and sell our products in transactions denominated in
U.S. dollars, except for in Europe and Canada, where our sales are denominated primarily in Euros and Canadian
dollars, respectively. As a result, if the U.S. dollar were to weaken against foreign currencies, our cost of goods sold
could incréase substantially. We also receive royalty payments from certain of our licensees, whose sales are
denominatéd in their local currencies. While our licensees pay us royalty payments in U.S. dollars, if the U.S. dollar
were to strengthen significantly against the local currencies in which our licensees sell our products, our licensing
revenues would decrease, which could harm our results of operations.
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If the ownership of our common stock continues to be highly concentrated, it may prevent you and other
stockholders from influencing significant corporate decisions and may result in conflicts of interest that
could cause our stock price to decline.

~ As of December 31, 2006, our executwe officers, directors and their affiliates beneficially own or contrel

approximately 27.2% of the outslandmg shares of our common stock, of which René Woolcott and

g Richard Woolcott owns approximately 11.4% and 15.8%, respectively, of the 24,295,420 outstanding shares.
’ Accordingly, our current executive officers, directors and thelr affiliates, acting as a group, will have substantial
control over the outcome of corporate actions requiring stockholder approval, including the election of directors,

any merger, consolidation or sale of all or substantially all of our assets or any other significant corporate

transactions. These stockholders may also delay or prevent a change of control of us, even if such a change of

control would benefit our other stockholders. The significant concentration of stock ownership may adversely affect

the trading price of our common-stock due to investors’ perception that conflicts of interest may exist or arise.

The market price of our common stock is h:ghly volam'e and may result in investors selimg shares of our
common stock at a loss. C

The trading price of our common stock is highly volatile and subject to wide fluctuations in price in response to
various.factors, many of which are beyond our control, including:
« actual or anticipated variations in quérterlj operating results;
» changes in financial estimates by securities analysts;
| « conditions or trends in the fashion and boardsports industries; and a1y’
* changes in the market valuations of similar companies. 4
In addition, the stock market in general and the Nasdaq in particular have experienced extreme price and
volume flictuations that have often been unrelated or disproportionate to the operating performance of listed
companies. Industry factors may seriously harm the market price of our common stock, regardless of our operating
performance. In the past, following periods of volatility in the market, securities class-action litigation has often
been msntuted against companies. Such litigation, if instituted against us, could result in substantial costs and
diversion of management’s attention and resources and could further a decline in the market price of our common
stock. Stock.price volatility may result in investors selling shares of our common stock at a loss.
ITEM 1B. UNRESOLVED STAFF COMMENTS
o . ' .

v

None

ITEM 2, PROPERTIES

Our principle executive, administrative, warehousing and- distribution offices are located in Costa Mesa,
California. In the fourth quarter of 2006, we entered into an agreement to lease an additional distribution facility in
Irvine, California, which is expected to,become operational in the fourth quarter of 2007, As a result of the existing
and planned improvements to our current headquarters and the additional Irvine distribution facility, we believe our
current facilities will be adequate 1o meet our needs for the next twelve months,

The location, general use, approximate size and lease renewal date of our material properties as of Decem-
ber 31, 2006, none of which is owned by us, except for the building in Anglet, France, are set forth below:

l.ocatiun : o Use . - Term Square Feet
Costa Mesa, California . .o " Global headquarters July 2014 104,000
Irvine, California .:........... e e - Distribution center Septemnber 2017 164,000

Anglet, France'™. ... ... ... ... UL European headquarters - May 2036 . . 34,000
(1) We own the facilities located on the leased land in Anglet, France,
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L]
+ . . - -
As of Decgember 31, 2006, we also operated three retail stores in Southern California on leased premises. We
anticipate that we will be able to extend those leases that expire in the near future on terms satlsfactory to us, or, if
necessary, locate substitute facilities on acceptable terms.

1

| .
ITEM 3. LEGAL PROCEEDINGS Ny

- ]

We are subject to various claims, complaints and legal actions in the normal course of business from time to
time. We do not believe we have any currently pending litigation of which the outcome will have a materlal adverse
effect on our operauons or financial position.

¥

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS : "‘

No matter(i were submitted to a vote of security holders during the quarter ended December 31 2006.

| PART II |

ITEM 5. MARKET FOR REGISTRANTS COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Inform!ation and Holders

- . .
Our common stock has traded on the Nasdaq National Market and Nasdaq Global Select Market under the
symbol “VLCM? since June 30, 2005. Prior to that time there was no public market for our common stock. The
following table ‘ets forth, for the periods indicated, the high and low closing sale prices for our common stock as
reported on the Nasdaq National Market and Nasdaq Global Select Market, as applicable: .
o . : ; Pricé Range of

= ) _ Common Stock

Year Ended De|I :ember 31, 2006 - .

First Quarter (March 31, 2006) .. e . $40.71  $31.80
Second Quarter lJune 30, 2006). . . o $37.78.  $27.13
Third Quarter (S=ptember 30,2008) . ... . e P $32.16  $18.52
Fourth Quarter (December 3L, 2008) . .. e $33.25i_ $23.91
Year Ended Declember 31, 2005 !

Second Quarter (June 30, 2005) . . . ot $26.77" $26.77
Third Quarter (S¢ptember 30,2005) . ... ... ... $35.77' §$25.10
Fourth Quarter (December 31, 2005) . . . ... o it e e e e $35.68- $26.24

The approxi}néte number of holders of record of our common stock as of March 1, 2007 was 36.

On March 1 I2007 the last reported sale price of our common stock on the Nasdaq Global Select Market was
$34.71 per share. |
{
Dividend Policy |
- '

We have nevér declared or paid any dividends on our common stock since our initial public offering. We do not
currently anticipate paying any cash dividends in the foreseeable future. Any future determination to pay cash
dividends will be at the discretion of our board of directors and will depend upon our financial condition, operating
results, capital requirements and such other factors as our board of directors deems relevant.

Unregistered Sale: of Equity Securities and Issuer Purchases of Equity Securities

We did not sell-.ll any unregistered equity securities or purchase any of our securities during the period ended
December 31, 2006. ‘

| ) ‘
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Equity Compensation Plans S . .

The following table summarizes information about our commeon stock that may be issued upon the exercise of
options, warrants and rights under all of our compensation plans as of December 31, 2006: '

Number of Securities

Remaining Available

Number of Securities for Future Issuance
to be Issued upon «  Weighted Average under Equity

Exercise of Exercise Price of Compensation Plans

Ouvtstanding Options,  Outstanding Options, (Excluding Securities
Warrants and Rights Warrants and Rights -- Reflected in Column (a))

Plan Category . (a) (b) (c)
Equity compensation plans approved by - . . '

security holders ..........:........ 487,700 $19.00 2,162,756
Equity compensation plans not approved by o ‘

security holders .......... [RETTE N/A N/A N/A
Total .......... ... .. t.. e 487,700 $19.00 2,162,756

We do not maintain any equity-based compensation plan that has not been approved by our stockholders or any
employee stock purchase plan. . ) ' ‘

Use of Proceeds

We affected the initial public offering of cur common stock pursuant to a Registration Statement on Form S-1
(File No: 333-124498) that was declared effective by the Securities and Exchange Commission on June 29, 2005. To
date, we have used $20.0 million of the net proceeds from the offering to distribute our estimated undistributed
S cotporation earnings to our S corporation stockholders, $1.5 million to acquire all of the outstanding common
stock of Welcom Distribution SARL, the sole distributor of Volcom branded products in Switzerland, and
$2.8 million for developing our-infrastructure in Europe. We intend to use the remaining net proceeds for the
continual development of our infrastructure in Europe, facility upgrades, marketing and advertising, enhancing and
deploying our in-store marketing displays for our retailers, and working capital and other general corporate
purposes. In addition, we may use a portion of the remaining proceeds to acquire products or businesses that are
complementary to our own.
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Performance Grraph'

"~ The followi|!1g graph shows a comparison of cumulative total returns for Volcom, the Nasdaq Stock Market
Index and the Sta'ndard & Poor’s Apparel, Accessories and Luxury Goods Index during the period commencing on
June 30, 2005 (the date of our first day of trading) and ending on December 31, 2006. The comparison assumes $100
was invested on June 30, 2005 in each of our common stock (at the initial offering price), the Nasdaq Stock Market
Composite Im:lexI and the Standard & Poor’s Appare!, Accessories and Luxury Goods Index and assumes the
reinvestment of aFl dividends, if any. The comparisons in the table are required by the SEC.and are not intended to
forecast or be meilcatwe of possible future performance of our common stock.
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! This section is not “soliciting material,” 1s not deemed “filed” with the SEC and is not to be incorporated by
reference in any of our filings under the Securities Act or the Exchange Act whether made before or after the date
hereof and 1rrespect1ve of any general incorporation language in any such filing.
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ITEM 6. SELECTED FINANCIAL DATA

The following selected consolidated financial data should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations™ and our consolidated financial
statements and the related notes to those statements included elsewhere in this Form 10-K. The consolidated
statements of operations data for the years ended December 31, 2006, 2005 and 2004 and the balance sheet data as
of December 31, 2006 and 2005 are derived from our audited consolidated financial statements included elsewhere
in this Form 10-K. The consolidated statements of operations data for the years ended December 31, 2003 and 2002
and the balance sheet data as of December 31, 2004, 2003 and 2002 are derived from our audited consolidated
financial statements not included herein. Historical results are not necessarily indicative of the results to be expected
in the future, and the results for the years presented should not be considered indicative of our future results of
operations.

Year Ended December 31,
2006 2005 2004 2003 2002
(In thousands, except share and per share data)

Consolidated Statements of Operations Data:

Revenues:
Product revenues. . . ............. $ 20118 $ 156,716 $ 110,601 $ 74389 § 56,302
Licensing revenues . ... .......... 4,072 3,235 2.574 1,877 833
Total revenues. . .......... P 205,258 159,951 113,175 76,266 57,135
Costof goods sold .............. 103,237 78,632 58,205 39,384 31,184
Gross proﬁt' ................... 102,021 81,319 54,970 e 36,882 25,951
Selling, general and administrative . o
CEXPEMSES ... 58,417 42,939 30,585 22,919 18,123
Operating income . ........ e T 43,604 38,380 24,385 13,963 7,828
Other income (expense). . ......... 4069 . 1,101 (6} 106 (129)
Income before provision for income ‘

TBXES . .. ... 47,673 39,481 24,379 14,069 7,699
Provision for income taxes(l) ... ... 18,920 10,475 374 214 215
Income before equity in earnings of ‘

INVESteE. . . . . vt it e 28,753 29,006 24,005 13,855 7,484
Equity in earnings of investee ... ... — 331 588 407 129
Netincome.................... $ 28753 $§ 25337 § 24593 % 14,262 § 7,613
Net income per share:

Basic ........... .. ... ... ..., $ .19 §$ 1.36 § 1.28 § 075 % 0.41
Diluted . .. .................... 3 1.18 § 1.34 § 1.26 $ 073 3 0.39
Weighted average shares outstanding:

Basic ........ ... . e, 24,227,845 21,627,821 19,142,275 19,054,109 18,771,059
Diluted . . ..................... 24,304,627 21,839,626 19,534,945 19,530,873 19,513,969

(1) For Federal and state income tax purposes we had elected to be treated as an S corporation from January 1, 2002 until our initial public
offering on June 29, 2005, and during that period we were not subject to Federal or state income taxes, other than California franchise taxes
of 1.5% on our corporate income. For all periods from and after June 29, 2005, we have become subject to the Federal and state income taxes
applicable to a C corporation. As a result, our provision for income taxes, net income and net income per share data for 2004, 2003 and 2002
are not comparable to our provision for income taxes, net income and net income per share data for 2006 and 2005.
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Year Ended December 31,

2005

2004 2003

Pro Fc:»rmair Net Incoénél Data(lj: ’

(In thousands, except per share data)

$ 24379  $14,069

Income before provision for income taxes, as reported . .......... % 394381
Pro forma [’arovision for income taxes. .. .. ..o i . 16,223 10,178 5,909
Pro forma income before equity in eammgs of investee . .. R © o 23258 141201 8,160
. . . - v !
Equity i in elxrmngs OF INVESLER 1o« . o oot e 331 588 407
Pro fOrma HEt INCOME - -+« o s e s e e e e e $ 23580 $ 14789 $ 8,567
Pro forma net income per share: .
BaSIC. vt i e 3 1.09 3§ 0.77
Diluted . .. e e e $ 1.08 % 0.76
Pro forma weighted average shares outstanding . ‘
CBasic.. bt PN SN U 21,627,821 19142275
Diluted /... SO ST e S 21,839,626 ° 19,534,945
: : ' : As of December 31, '
2006 2005 2004 © 2003 2002

Conlsolidated i]alap_ce Sheet Dafé:

(In thousands)

1'

oo . ' . . P . )
Cash and C::lSh equivalents ...... e e $ 85414, 371,712 $10,359 $ 5, 079 $ 1,141
Working Capital ..... I T R R 121,069 98,470 . 27,041 16 595 8,209
Total 8SSELS « o o v et e e e 149,748 11!,381 35,886 22?601 13,90%

Long -term r‘apltal lease obhgauons less current
POTHON. L.t 106 " 183

Total stockholders equity. .. ......... e 133,997 ; 102,680 29,

256 160 45
502 18,044 9,019

|
(1) Pro forma nel income data reﬂecm the provision for income taxes that would have becn recordf:d had we been subject to Federal and state
* income tal(E:\ as a C corporation, and not been exempt from paying income taxe% other than Cahforma franchise taxes due to our

S corporauon ‘election, from January 1, 2002 to June 29, 2005.
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ITEM 7.. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion of our financial condition and results of operations should be read in conjunction
with our consolidated financial statements and related notes included elsewhere in this Form 10-K. This discussion
contains forward-looking statements that involve risks and uncertainties. Our actual results may differ materially
Sfrom those anticipated in these forwdrd-looking statements due to known and unknown risks, uncertainties and
other factors, including those risks discussed in Item 1A. “Risk Factors” and elsewhere in this Form 10-K. Those
risk factors expressly qualify all subsequent oral and written forward-looking statements attributable to us or
persons acting on our behalf. We do not have any intention or obligation to update forward-looking statements
included in this Form 10-K after the date of this Form 10-K, except as required by law.

Overview

We are an innovative designer, marketer and distributor of premium quality young mens and young womens
clothing, accessories and related prodiicts under the Volcom brand name. We seek to offer products that appeal to
participants in skateboarding, snowboarding and surfing, and those who affiliate themselves with the broader action
sports lifestyle. Our clothing, which includes t-shirts, fleece, bottoms, tops, jackets, boardshorts, denim and
outerwear, combines fashion, funcuonahty and athletic performance. Our designs are infused with an artistic and
creative element that we believe differentiates our products from those of many of our competitors. We develop and
introduce products that we believe set the industry standard for style and quality in each of our product categories.

We have recently launched new product extensions to complement our current product offerings. These new
product extensions include a complete line of sandals and slip-on footwear, brandedﬂCrecdlers a complete
collection of kids clothing for young boys ages 4 to 7; and a girls swimwear line. The Creedlers and kids line began
shipping in December 2006, and the girls swimwear line will begin shipping early in Spring 2007,

Volcom branded products are currently sold throughout the United States and in over'40 countries interna-
tionally by either us or international licensees. We serve the United States, Canada, Latin America, Asia Pacific and
Puerto Rico through our in-house sales personnel, independent sales representatives and distributors. In these areas,
Volcom branded products are sold to retailers that we believe merchandise our products in an environment that
supports and reinforces our brand image and provide a superior in-store experience. As of December 31, 2006, our
customer base of retailers included approximately 1,350 accounts that operated approximately 3,900 store locaticns
{of which approximately 1,150 accounts that operated approximately 2,950 stores are located in the United States)
and 12 distributors in countries not serviced by our licensees. Our retail customers are primarily specialty
boardsports retailers and several retail chams Except for sales made in Canada and Europe, all of our sales
are denominated in U.S. dollars.

In Europe (through the distribution of the Spring 2007 line), Australia, Indonesia, South Africa and Brazil, we
have entered into licensing agreements with entities that we believe have local market insight and strong
relationships with retailers in their respective territories. Products sold by our licensees can be found in over
1,000 store locations in Europe, approximately 600 store locations in Australia, over 460 store locations in Brazil,
approximately 100 store locations in South Africa and approximately 90 store Jocations in Indonesia. We receive -
royalties on the sales of Volcom branded products sold by our licensees. Our license agreements specify design and
quality standards for the Volcom branded products distributed by our licensees. Our licensees are not controlled and
operated by us, and the amount of our licensing revenues could decrease in the future. As these license agreements
expire, we may assume direct responsibility for serving these licensed territories. We have established our own
operations in Europe in anticipation of the expiration of the licensing agreement with our European licensee on
December 31, 2006. Pursuant to an agreement between us and Volcom Europe, Volcom Europe will produce and
distribute the Spring 2007 Volcom line in Europe and pay us our same royalty rate as required under the license
agreement. We expect to experience a decrease in our licensing revenues after Volcom Europe distributes the Spring
2007 line in Europe and an increase in our selling, general and administrative expense while we build the necessary
infrastructure and hire employees to establish our own operations in Europe. However, we anticipate our product
revenues will begin to increase in Europe in the second half of 2007 once we begin to recognize revenue from the
direct sale of our products in this territory.
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As part of our strategy to take direct control of our European operations, we have recently completed the
construction of our European headquarters in Anglet, France, delivered samples to the sales team for use in their
meetings with customer accousnts and we are continually building the necessary infrastructure to support these
European operations. Our current European team consists of 42 employees which include design, production, sales
and information technology management positions. In February 2007, we completed the construction of our
European headquarters in Anglet, France. The construction contract called for the construction of an approximate
3,150 square met2r (or approximately 34,000 square foot) office and distribution facility for 4.6 million Euros. We
have applied for and received approval to obtain local government grants totaling approximately 800,000 Euros
(approximately $1.1 million based ona 1 Euro to $1.3203 U.S. dollar exchange rate as of December 31, 2006). Such
grants will be paid to us at various times during and after our European headquarters construction period and
generally requir(:. us to maintain and operate our European headquarters for five years. As of December 31, 2006, we
have received approximately 322,000 Euros (approximately $425,000 based on a 1 Euro.to $1.3203 U.S. dollar
exchange rate a:li of December 31, 2006) with respect to such grants. We also acquired Welcom Distribution SARL,
or Welcom, the distributor of Volcom branded products in Switzerland, during October 2005. We purchased all of
the ou[standing:capital stock of Welcom for a purchase price of $1.5 million in cash, excluding transaction costs.
The acquisition was effective on October 25, 2005, and we have included the operations of Welcom in our financial
results from OfI:tober 26, 2005 going forward,

Our revenues increased from $57.1 million in 2002 to $205.3 million in 2006. Based upon our experience and
consumer reaction to our products and brand image, we believe that the increase in our revenues during these
periods resulte}d primarily from increased brand recognition and growing acceptance of our products at existing
retail accounts. We believe that our marketing programs, product designs and product quality, and our relationships
with our retailers contributed to this increased demand and market penetration. In addition, several of our largest
retailers have I'opened aiigiat‘ional stores and those store openings likely have contributed to an increase in our product’
revenues; however, period-over-period increases in our product revenues as judged solely by additional store
openings by cur largest retailers may not be a useful or accurate measure of revenue increases because our products
may not be cirried in every new store. Growth of our revenues will depend in part on the demand for our products by
consumers, cl.'ur ability to effectively distribute our products and our ability to design products consistent with the
changing fashion interests of boardsports participants and those who affiliate themselves with the broader action
sports youth' lifestyle.

|

Sales to Pacific Sunwear increased 18%, or $8.3 miilion, for 2006 compared to 2005. However, we may see
sales to Pacific Sunwear decline, and we currently expect a decrease in sales to Pacific Sunwear for 2007 compared
to 2006. It is unclear where our sales to Pacific Sunwear will trend in the longer term. Pacific Sunwear remains an
imporiant customer for us and we are working both internally and with Pacific Sunwear to maximize our business
with them.;' We believe our brand continues to be an important part of the Pacific Sunwear business. We also
recognize that any customer concentration creates risks and we are, therefore, assessing strategies to lessen our

concentration with Pacific Sunwear.
]

We have recently announced that we are expanding the distribution of our mens and boys products in Macy’s
West, part.of Federated Department Stores, from our initial roll-out of 50 doors for mens, which included 20 doors
for boys, th 75 doors for mens, which includes 60 doors for boys. In addition, we plan to expand into 50 doors for our
recently introduced kids products. Further, we plan to expand the distribution of our mens, boys and kids line into
Dillard’s stores located primarily in the southwest United States. This expanded distribution will include 21 doors
for boys and kids products and 10 doors for mens products. These additional distribution channels are a part of our
long-tem{ diversification strategy to lessen our dependence on any one customer. ‘

Our," gross margins are affected by our ability to accurately forecast demand and avoid excess inventory by
matching purchases of finished goods to pre-season orders, which decreases our percentage of sales at discount or
close-out prices. Gross margins are also impacted by our ability to control our sourcing costs and, to a lesser extent,
by changies in our product mix. If we misjudge forecasting inventory levels or our sourcing costs increase and we are
unable to raise our prices, our gross margins may decline. "

'

We currently source the substantial majority of our products from third-party manufacturers located primarily
in Ching, Macau, India and Mexico. As a result, we may be adversely affected by the disruption of trade with these
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countries, the imposition of new regulations related to imports, duties, taxes and other charges on imports, and
significant decreases in the value of the U.S. dollar against foreign currencies. We seek to mitigate the possible
disruption in product flow by diversifying our manufacturing across numerous manufacturers and by using
manufacturers in countries that we believe to be politically stable. We do not enter into long-term contracts with our
third-party manufacturers. Rather, we typically enter into contracts with each manufacturer to produce one or more
product lines for a particular selling season. This strategy has enabled us to maintain flexibility in our sourcing,
1

QOur products manufactured abroad are subject to U.S. customs laws, which impose tariffs as well as import
quota restrictions for textiles and apparel. Quota represents the right, pursuant to bilateral or other international
trade arrangements, to export amounts of certain categories of merchandise into a country or territory pursuant to a
visa or license. Pursuant to the Agreement on Textiles and Clothing, quota on textile and apparel products was
eliminated for World Trade Organization, or WTO, member countries, including the United States, Canada and
European countries, on Janoary 1, 2005. As a result of the eliminated quotas, we experienced lower costs on our
imports of finished goods, which increased our gross margin as a percentage of revenues and our profitability for the
year ended December 31, 2005. During 2003, the United States and China agreed to a new quota arrangement,
which will impose quotas on certain textile products that will impact our business through 2008, While we do not
believe the limitations on imports from China will have a material affect on our operations, we intend to closely
monitor our sourcing in China to avoid disruptions.

Over the past five years, our selling, 'general and administrative expenses have increased on an absolute dollar
basis as we have increased our spending on marketing, advertising and promotions, strengthened our management
tearn and hired additional personnel. As a percentage of revenues, however, our selling, general and administrative
expenses have decreased from 31.7% in 2002 to 28.5% in 2006, This was largely because some of our expenses
were fixed and did not increase at the same rate ‘as that of our revenues. However, selling, #¥neral and administrative
expenses as a percentage of revenues have increased from 26.8% in 2005 to 28.5% in 2006. This increase was
primarily due to the hiring of additional personnel as we develop our infrastructure domestically and abroad, costs
related to the transition of our European operations from a licensee model to direct control, additional expenses
associated with operating as a public company, such as certain lega! and accounting compliance costs, and
compensation expense associated with stock options as required by Statement of Financial Accounting Standard
No. 123(R) (revised 2004), Share-Based Payment, or SFAS No. 123(R).

Critical Accounting Policies

Our consolidated financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America. To prepare these financial statements, we must make estimates and
assumptions that affect the reported amounts of assets and liabilities. These estimates also affect our reported
revenues and expenses. Judgments must also be made about the disclosure of contingent liabilities. Actual resuits
could be significantly different from these estimates. We believe that the following discussion addresses the
accounting policies that are necessary to understand and evaluate.our reported financial results.

Revenue Recognition

Revenues are recognized upon shipment, at which time transfer of title occurs and risk of ownership passes tb
the customer. Generally, we extend credit to our customers and do not require collateral. Our payment terms are
typically net-30 with terms up to net-120 for snow category products. None of our sales agreements with any of our
customers provides for any rights of return. However, we do approve returns on a case-by-case basis at our sole
discretion to protect our brand and our image. Allowances for estimated returns are provided when product revenues
are recorded based on historical experience and are reported as reductions in product revenues. Allowances for
doubtful accounts are reported as a component of selling, general and administrative expenses when they arise.

Licensing revenues are tecorded when eamed based on a stated percentage of the licensees’ sales of Volcom
branded products. ‘
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Accoumsi Receivable ' ‘ Tk

Throug'hout the year, we perform credit evaluations of our customers, and we adjust credit limits based on

payment history and the customer’s current creditworthiness. We continuously monitor our collections and

maintain art allowance for doubtful accounts based on our historical experience and any specific customer

collection r.sues that have been identified. Historically, our losses associated with uncollectible accounts have

been consistent with our estimates, but we cannot assure you that we will continue to experience the same credit loss

rates that we: have experienced in the past. Unforeseen, material financial difficulties of our customers could have an
adverse impact on our profits.

¢

Inventories

We vaiue inventories at the lower of the cost or the current estimated market value of the inventory., We
regularly review our inventory quantities on hand and adjust inventory values for excess and obsolete inventory
based primirily on estimated forecasts of product demand and market value. Demand for our, products could
fluctuate significantly. The demand for our products could be negatively affected by many factors, including the
following: | . -

. unaniticipated changes in qohsumcr preferences;

. wealf‘:ening economic conditions:

. tcrroirist acts or threats;

* reduced consumeg confidence in the retail market; and
. unseasonablc weather.

:
Some of these factors could also interrupt the producnon and importation of our products or otherw1se increase

_ the cost of lour products As a result, our operations and financial performance could be negauvely affected.

Addltlonally, our estimates of product demand and market value could be 1naccurate which cou]d result in‘excess
and obsolete inventory. ‘ t

: . . ‘

Goodwill and Intangible Assets

We account for goodwill and intangible assets in accordance with Staternent of Financial Accountmg Standard
(“SFAS™) No 142, Goodwill and Intangible Assets. Under SFAS No. 142, goodwill and mtanglble assets with
indefinite lwes are not amortized but are tested for impairment annually and also in the event of an impairment
indicator. As required by SFAS No. 142, we evaluate the recoverability of goodwill based on a two- step impairment
test. The first step compares the fair value of each reporting unit with its carrying amount, including goodwill. If the
carrying amount exceeds the fair value, then the second step of the impairment test is performed to measure the
amount of any impairment loss. Fair value is determined based on estimated future cash flows, discounted at a rate
that approximates our cost of capital. Such estimates are subject to change and we may be requlred to rccogmze an
1mpa1rmem loss in the future. Any impairment losses will be reflected in operating income.

Long-Lu’ed Assets

We acqunrc assets in the normal course of our business. We evaluate the recoverability of the carrying amount
of these long-hved assets (including fixed assets) whenever events or changes in circumstances indicate that the
carrying valuc of an asset may not be recoverable. An impairment loss would be recognized when the carrying value
exceeds theI undiscounted future cash flows estimated to result from the use and eventual dlsposmon of the asselt.
Impairments, if any, would be recognized in operating earnings: We continually use judgment when applying these
impairmf:mi rules to determine the timing of the impairment tests, the undiscounted cash flows used to assess
impairments and the fair value of a potentially impaired asset. The reasonableness of our Judgment could
51gn1ﬁcantly affect the carrying value of our long-lived assets. . "
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Investments in Unconsolidated Investees ] e
] .

We account for our investments 1n unconsolidated investees using the cost method if we do not have the ability
to exercise significant influence over the operating and financial policies of .the investee. We assess such
investments for impairment when there are events or changes in circumstances that may have a significant adverse
effect on the fair value of the investment. If, and when, an event or change in circumstances that may have a
significant adverse effect on the fair value of the investment is identified, we estimate the fair value of the:
investment and, if the reduction in valde is determined to be other than temporary, we record an impairment loss.on
the investment. | :

We account for our investments in unconsolidated investees using the equity method of accounting if we have
the ability to exercise significant influence over the operating and financial policies of the invesice. We evaluate
such investments for impairment if an event or change in circumstances occurs that may have a significant adverse
effect on the fair-value of the investment. If, and when, an event is identified, we estimate the fair value of the
investment and, if the reduction in value is detcrmlned to be other than temporary, we record an 1mpalrment loss on

the investment. o ‘ ) : _ . ) .
On April 1, 2005, we sold our 34% investment in Volcom Europe, our European licensee, for $1.4 million.
Under the terms of the sale agreement, Volcom Europe will continue to function as our licensee until the expiration
of its license agreement on December 31, 2006 and through the distribution of the Volcom European Spring 2007
line. During 2005, we recorded $0.3 m1]110n of earnings attributable to this equity method investee, which reflects
our share of Volcom Europe s earnings ' of $0.6 million, offset by an impairment charge of $0.3 million to reduce the
carrying amount of our investment in Volcom Europe to $1.6 million as of March 31, 2005. After consideration of
the effects of the accumulated foreign currency translation adjustments related to our 1nvestn1ent in Volcom Europe

of $0.2 million, we recorded no gain or loss on the sale of our investment in Volcom E;‘,urope in April 2005.

1

Athlete Spansorshtps

We estabhsh relatronshrps with professronal athletes in order to promote our products and brand We have
entered into endorsement agreements with professional skateboarding, snowboarding and surfing athletes Many of
these contracts provide incentives for magazine exposure and competitive victories while wearmg or using our
products. It is not possible to determine the precise amounts we will be required to pay under these agreements, as
they are subject to many variables. The actual amounts paid under these agreements may be higher or lower than
expected due to the variable nature of these obligations. We expense these amounts as they are incurred. -

Income Taxes . ‘ : . i o . - . L SO

-

On June 29, 2005 we changed our tax status from an § corporauon toaC corporatron For Federal and state
income tax purposes we had elected to be treated as an S corporation under Subchapter S of the Internal Revenue
Code of 1986 and comparable state laws from January 1, 2002 until our initial pubhc offering on Juné 29; 2005.
Therefore, no provision or liability for Federal or state income tax has been included in our consohdated financial
statemnents for 2004, 2003, 2002 and the period from January 1, 2005 to June 29, 2005, except that we were subject
to California franchise taxes of 1.5% on our corporate income and a provrslon for these taxes was included i m our
consolidated financial statements for those periods. Subsequent to June 29, 2005, we recorded a provision and
liability for Federal and state income taxes using an annual effective tax rate.

Upon the change in our tax status.we established and recorded our deferred income taxes at our C corporauon
effective tax rate.. Management’s Judgment is required in assessing the realizability of our deferred tax assets. We
consider the reversal of taxable temporary differences;, future taxable income and ongoing prudent and feasible tax
planning strategies in assessing the value of our deferred tax assets. If we determine that it is more likely than not
that these assets will not be realized, we would reduce the value of these assets to their expected realizable value,
thereby decreasing net income. Evaluating the value of these assets is-necessarily based on our judgment. If we
subsequently determined that the deferred tax assets that had been written down would, in our judgment, be realized
in the future, the value of the deferred tax assets would be increased, thereby.mcreasmg net income in the perlod
when that determination was made. - o I e
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Stock-Based (:.‘ompensation ' 1

Since Januairy 1, 2006 we have accounted for stock-based compensation in accordance with SFAS No. 123
(rev1sed 2004), Share-Based Payment. SFAS No. 123R requires that we account for all stock-based compensauon
transactions using a fair-value method and recognize the fair value of each award as an expense over the service
period. The fair value of restricted stock awards is based upon the market price of our common stock at the grant
date. We estimate: the fair value of stock option awards, as of the grant date, using the Black-Scholes option-pricing
model. The use of the Black-Scholes model requires that we make a number of estimates, including the expected
option term, the ¢ xpected volatility in the price of our common stock, the risk-free rate of interest and the dividend
yield on our comlmon stock. If our expected option term and stock-price volatility assumptions were d}fferent the
resulting determination of the fair value of stock option awards could be materially different. In addition, judgment
is also required .in estimating the number of share-based awards that we expect will ultimately vest upon the
fulfiliment of sellvice conditions (such as time-based vesting). If the actual number of awards that ultimately vest
differs significantly from these estimates, stock-based compensation expense and our results of operations could be
materially impacted.

Foreign Currency Translation N

Substanhaily all of our sales have been made in U.S. dollars except for sales made in Canada, which are made
in Canadian dollars. As a result, we are exposed to transaction gains and losses that result from movements in
foreign currency exchange rates between the local Canadian currency and the U.S. dollar. As our Canadian sales,
accounts receivable, accounts payable and Canadian cash balance are a small portion of our revenues, assets and
liabilities, we clo not generally hedge our exposure to foreign currency rate fluctuations, therefore we are exposed to
foreign currency risk. Changes in our assets and liabilities that are denominated in Canadian dollars are translated
into U.S. dollarsiat the rate of exchange on the balance sheet date, and are reflected in our statement of i operanons

We own subsidiaries in Switzerland and France, which operate with the Swiss Franc and Euro as their
functional currency, respectively. Qur assets and liabilities that are denominated in foreign currencies are translated
at the rate of exchange on the balance sheet date. Revenues and expenses are translated using the average exchange
rate for the penlod Gains and losses from translation of foreign sub51dlary financial statements are included in

accumulated other comprehensive income or loss. _ ) C

i
|

Genéral - | . 4 . ‘ ‘,

Our revenuies consist of both our product revenues and our licensing revenues. Our product revenues are
denved pnmarlly from the sale of young mens and young womens clothing, accessories and related products under
the Volcom brand name We offer apparel and accessory products in four main categories: mens, glrls boys and
snow Product revcnues also include | revenues from music and film sales. Amounts billed to customers for shipping
and handlmg are included in product reveniles. Licensing revenues consist of royalties on product sales by our
international licensees in Europe, Australia, Indonesia, South Africa and Brazil.

Qur cost of goods sold consists pnmanly of product costs, retail packaging, freight costs associated with
shipping goods to customers, quality ‘contro! and inventory shnnkage There are no cost of goods sold associated
with our llcensmg revenues.

Our selling general and administrative expenses consist primarily of wages and related payroll 'an'd employee
benefit costs, h.md]mg costs, sales and marketing expenses, advertising costs, legal and accounting professnonal :
fees, insurance,| utilities and other fac1hty related COSts, such as rent and depreciation. oot

~
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Results of Operations
The following table sets forth selected items in our consolidated statements of operations for the penods
presented, expressed as a percemage of revenues:

Year Ended December 31,
2006 2005 2004

Revenues . ....... e e 100.0% 100.0% 100.0%
Costofgoodssold . ...... ... . 50.3 49.2 514
Gross profit . ... .. ... .. .. 497 50.8 486
Selling, general and administrative eXpenses - . . .................... 28.5 26.8 27.0
Operating income . . .. .............. e 212 240 216
Other income (expense) . . ............... T L. 2.0 0.7 (0.1)
Income before provision forincome taxes . . ........... ... ......... 232 247 215
Provision for income taxes . ....... et e e 9.2 6.5 0.3
Income before equity in earnings of investee . . ... ... .. e 14.0 18.2 21.2
Equity in earnings of investee . .. .. .. ... .. ... .. .. 0.0 0.1 0.5
Netincome .......... B 14.0% 183% 21.7%

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Revenues

Revenues in 2006 were $205.3 million, an increase of $45.3 million, or 28.3%, compared to $160.0 million in
2005. Revenues from our top five customers were $88.8 million in 2006, an increase of $15.2 miilion, or 20.6%,
compared to $73.6 million in 2005, with Pacific Sunwear accounting for $8.3 million of the $15.2 mitlion increase.
We currently expect a decline in sales to Pacific Sunwear for 2007 compared to 2006. It is unclear where our sales to
Pacific Sunwear will trend in the longer term. We believe our 2006 revenue growth was driven primarily by the
increasing popularity of our brand across our target markets and increasing acceptance of our products at retail as a
result of marketing and advertising programs that effectively promoted our brand, a compelling product offering,
high-quality standards and strong relationships with our retailers. In addition, several of our largest retailers have
opened additional stores over the last year and those store openings likely have contributed to an increase in our
product revenues; however, period-over-period increases in our product revenues as judged solely by additional
store openings by our largest retailers may not be a useful or accurate measure of revenue increases because our
products may not be carried in every new store.

Product revenues increased $44.5 million, or 28.4%, in 2006 to $201.2 million from $156.7 million in 2005. Of
the $44.5 million increase in product revenues, increases in mens products and girls products accounted for
$31.2 million of that increase. Revenues from mens products increased $15.4 million, or 17.7%, to $102.7 millioh in
2006, compared to $87.3 million in 2005, and revenues from girls products increased $15.8 mllllon or 30 7%, t0

$67.3 million in 2006 compared to $51.5 million in 2005.

Licensing revenues increased 25.9% to $4.1 million in 2006 from $3.2 million in 2005. The increase in
licensing revenues was a result of increased sales by our international licensees, particularly those in Europe and
Australia. We expect that licensing revenue will decrease in the back half of 2007 as a result of the expiration of our
license agreement with Volcom Europe and our taking direct control of our European operations.

Product revenues in the United States were $157.6 million, or 78.3% of our product revenues, and $128.2 mil-
lion, or 81.8% of our product revenues, in 2006 and 2005, respectively. Product revenues in the rest of the world
consist primarily of product revenues from sales in Canada and Japan and do not include sales by our international
licensees. Such product revenues in the rest of the world were $43.6 million, or 21.7% of our product revenues, and
$28.5 million, or 18.2% of our product revenues, in 2006 and 2005, respectively.
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J
Gross Pmﬁt

) In 200() gross profit increased $20.7 million, or 25.5%, to $102.0 million compared to $81.3 mllllon in 2005.
Gross proﬁt as a percentage of revenues, or gross margin, in 2006 decreased 1.1% to 49.7% compdred to 50.8% in
2005. Grosslmdrgm related specifically to product revenues decreased 1.1% to 48.7% in 2006 compared 10 49. 8% in
2005. The gross margin decrease was generally due to increased costs of goods sold resulting primarily from the
United Statzs imposing a series of quotas on November 8, 2005. These quotas are expected to remaln in effect
through Deéember 31, 2008. Gross margin during 2005 was especially high due to the lack of quotas and safeguards
on imports from China during that period. While we do not believe the current limitations on imports from China

will have i matenal effect on our operations, we m{end to closely momtor our sourcmg in Chma to avoid .

dlsrupt:onsI
1

Selling, Geneml and Administrative Expenses

In 20()6 selling, general and administrative expenses increased $15.5 mllhon or 36. 0%, to $58.4 million
compared 50 $42.9 million in 2005. The increase in absolute dollars was due primarily to increased payroll and
payroll-rel: ated expenses of $4.2 million, increased expenses of $2.3 million related 1o the Lransmon of our European
operations from a licensee model to direct control, additional advertising and marketing expenses of $2.0 million,
increased ,alcs commission expenses of $1.5 million resulting from our increased product revenues, increased
depreciation. and amortization expenses of $0.8 million, additional expenses of $0.7 mlllmn associated with
operating as a public company, such as certain legal and accounting compliance costs, and an increase in
compensauon expense of $0.6 million associated with stock awards as required under SFAS No. 123R. The
remaining '$3.4 million increase in sellmg, general and administrative expenses was due to increases in various other
expense categories. As a percentage of revenues, selling, general and administrative expenses increased to 28.5% in
2006 frorrl 26.8% in 2005. The 1.7% increase in selling, general and administrative expenses as a percentage of
revenues vvas due primarily to the factors mentioned above. We are currently in the process of taking direct control
of the Volcom brand in Europe. Through the first half of 2007, we will only generate royalty revenue from our
European 'licensec and will not generate any significant revenue from our direct European operations. During this
time, we expect to experience a significant increase in our selling, general and administrative expenses. -

I
Operating Income !

As artesult of the factors above, operalmg income in 2006 1ncreased $5.2 million to $43 6 miilion compared to

$38.4 million in 2005. Operatmg income-as a percentage of revenues decreased to 21.2% in 2006 from 24.0% in

2005. !
|

]
Other l'Income . )

Oth: r income pnmanly includes net interest income and foreign currency gains and losses. Intercst income in
2006 wa' $3.8 million compired to $1.0 million in 2005. This increase’in interest income was due to the significant
increase in our cash and cash equivalent balances as a result of the proceeds from our initial pubhc offering, which
closed in July 2005, as well as our cash flows from operating activities of $21.0 million in 2006. Foreign currency
gain increased to $0.2 million in 2006 compared to a $0.1 million gain in 2005 due primarily to fluctuations in the
Canadiai dollar exchange rate. : '

Provitliou for Income Taxes - ’ - ' )

On 'June 29, 2005, we changed our tax status from an S corporauon to-a C corporation. For the period from
January l 2002 to June 29, 2003, for Federal and stale income tax purposes, we had elected to be treated as an
S corporation under Subchapter S of the Internal Revenue Code of 1986 and comparable state laws. Therefore, no
provision or liability for Federal or state income tax had been included in our consolidated financial statements for
that penod except that we were subject to California franchise taxes of 1.5% on our corporate income and a
provnsnon for these taxes was included in our consolidated financial statements for.that period.

[
Subsequent to June 29, 2005, we recorded a provision and liability for Federal and state income taxes as a C
corporation. Upon‘the change in our tax status; we established and recorded our deferred income taxes at our C
[
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corporation effective tax rate. We computed our provision for income taxes for 2005 using an annual effective tax
rate of 26.5%. '

We computed our provision for income taxes for 2006 using an annual effective tax rate of 39.7%. As a result
of this change in tax status, our provision for income taxes increased $8.4 million to $18.9 million in 2006 compared
t0 $10.5 million in 2005. On a pro forma basis, using an estimated annual effective tax rate of 40.8%, our provision
for income taxes would have been $16.2 million in 2005, )

Net Income

As a result of the factors above, net income decreased $0.5 million, or 2.0%, to $28.8 miliion in 2006 from
$29.3 million in 2005.

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004
Revenues

Revenues in 2005 were $160.0 million, an increase of $46.8 million, or 41.3%, compared to $113.2 million in
2004. Revenues from our top five customers were $73.6 million in 2005, an increase of $25.0 million, or 51.5%,
compared to $48.6 million in 2004, with Pacific Sunwear accounting for $14.7 million of the $25.0 million increase.
We believe our revenue growth was driven primarily by the increasing popularity of our brand across our target
markets and increasing acceptance of our products at retail as a result of marketing and advertising programs that
effectively promoted our brand, a compelling product offering, high-quality standards and strong relationships with
our retailers. In addition, several of our largest retailers have opened additional stores over the last year and those
store openings likely have contributed to an increase in our product revenues, however, period-over-period
increases in our product revenues as judged solely by additional store openings by our largest retailers may
not be a uséful or accurate measure of revenue increases because our products may not be carried in every new store.

Product revenues increased $46.1 miliion, or 41.7%, in 2005 to $156.7 miilion from $110.6 million in 2004. Of
the $46.1 million increase in product revenues, increases in mens products and girls products accounted for
$41.9 million of that increase. Revenues from mens products increased $25.8 million, or 42.09%, to $87.3 million in
2005, compared to $61.5 million in 2004, and revenues from girls products increased $16.1 million, or 45.5%, to
$51.5 million in 2005 compared to $35.4 million in 2004,

Licensing revenues increased 25.7% to $3.2 million in 2005 from $2.6 million in 2004. The increase in
licensing revenues was a result of increased sales by our international licensees, particularly those in Europe and
Australia. '

Product revenues in the United States were $128.2 million, or 81.8% of our product revenues, and $93.8 mil-
lion, or 84.8% of our product revenues, in 2005 and 2004, respectively. Product revenues in the rest of the world
consist primarily of product revenues from sales in Canada and Japan and do not include sales by our international
licensees. Such product revenues in the rest of the world were $28.5 million, or 18.2% of our product revenues, and
$16.8 million, or 15.2% of our product revenues, in 2005 and 2004,' respectively.

Gross Profit

In 2005, gross profit increased $26.C'§ million, or 47.99%, to $81.3 million compared to $55.0 million in 2004.
Gross profit as a percentage of revenues, or gross margin, in 2005 increased 2.2% to 50.8% compared to 48.6% in
2004.-Gross margin related specifically to preduct revenues increased 2.4% to 49.8% in 2005 compared to 47.4% in
2004. The gross margin increase was largely driven by the WTO’s elimination of the quota system on our imports
from China effective January 1, 2005, as well as more accurate demand forecasting and better inventory
management, which decreased the need to sell our products at discount or close-out prices.

Selling, General and Administrative Expenses

In 2005, selling, general and administrative f:ipenses increased $12.4 million, or 40.4%, to $42.9 million
compared to $30.6 million in 2004. The increase in absolute dollars was due primarily to a $1.0 million settlement
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cost related to litigation with a former customer, increased payroll and payroll-related expenses of $3.7 million due
to expendlturcs on infrastructure and personnel, increased sales commission expenses of $2.2 million resulting from
our increased product revenues, increased accounting, legal and consulting costs of $1.6 million associated with
preparing to op«*rate and operating as a public company and increased advertising and marketing expenses of
$2.8 million. As a percentage of revenues, selling, general and administrative expenses decreased to 26.8% in 2005
from 27.0% in 2004 The 0.2% decrease in selling, general and administrative expenses as a percentage of revenues
was due pnmarlly to the leveraging of our fixed costs over increased revenues. We expect selling, general and
administrative eXpenses to increase as we begin to take direct control over our European operations.

Operating Income

Asaresult o;f the factors above, operating income in 2005 increased $14.0 million to $38.4 million compared to
$24.4 million in 2004, Operating income as a percentage of revenues increased to 24.0% in 2005 from 21.6% in
2004. ‘

Other lncomei (Expense)

Other inconie (expense) primarily includes net interest income (expense} and foreign currency gains and
losses. Interest income in 2005 was $1.0 million compared to interest expense of $6,000 in 2004. This increase in
interest income was due to the significant increase in our cash and cash equivalent balances as a result of the
proceeds from our initial public offering, which closed in July 2005. Foreign currency gain (loss) increased to a
$0.1 million gain i m 2005 compared to a $100 gain in 2004 due to fluctuations in the Canadian dollar cxchange rate.

1
Provision for l; ncome Taxes

1

On June 29, 2005, we changed our tax status from an § corporation to a C corporation. For the périod from
January 1, 2002 to June 29, 2005, for Federal and state income tax purposes, we had elected to be treated as an
S corporation under Subchapter S of the Internal Revenue Code of 1986 and comparable state laws. Therefore, no
provision or liability for Federal or state income tax had been included in our consolidated financial statements for
that period, exce[')t that we were subject to California franchise taxes of 1.5% on our corporate income and a
provision for thes: taxes was included in our consolidated financial statements for that period.

Subsequent to June 29, 2005, we recorded a provision and liability for Federal and state income taxes using an
o . ) .
annual effective tax rate. Upon the change in-our tax status, we established and recorded a net deferred tax asset of
$0.4 million to reﬂect our deferred income taxes at our C corporation effective tax rate. As a result of this change in
tax status, our provision for income taxes increased $10.1 million to $10.5 miliion in 2005 compared to $0.4 million
in 2004. On a pro {orma basis, using an estimated annual effective tax rate for both periods of 40. 8%, our provxslon
for income taxes would have been $16.2 million in 2005 compared to $10.2 million in 2004.

Net Income

As a result oflthe factors above, net income increased $4.7 million, or 19.3%, to $29.3 million in 2005 from
$24.6 million in 2004. ' _ ' .

Liquidity and Ca}lpital Resources

Our primary cash needs are working capital and capital expenditures. Prior to our initial public offéring, we
generally financed these needs with operating cash flows and borrowings under our credit facilities. These sources
of liquidity may be impacted by fluctuations in demand for our products, ongoing investments in our infrasiructure
and expenditures on marketing and advertising.

L
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The foltowing table sets forth, for the periods indicated, our beginning balance of cash and cash equivalents,
net cash flows from operatmg, mvestmg and ﬁnancmg activities and our ending balance of cash and cash
cquivalents; :

Year Ended December 31,

2006 2005 2004
. {In thousands)
Cash and cash equivalents at beginning of period ............. $71,712 $10359 $ 5,079
Cash flow from operating activities. . . . .................... 20,956 22,985 19,424
Cash flow from investing activities . . .. .................,... (9,229) {2,657 811)
Cash flow from financing activities. . ... ................... 1,703 41,041 (13,333
Effect of exchange rate changes oncash..... R 272 (16) —
Cash and cash equivalents at endofperiod.................. $854i4 $71,712 $ 10,359

As of December 31, 2006, we had $85.4 million in cash and cash.equivalems compared to $71.7 million in cash
and cash equivalents as of December 31, 2005.

Cash from operating activities consists primarily of net income adjusted for certain non-cash items including
depreciation, deferred income taxes, equity in earnings of investee, provision for doubtful accounts, tax benefits
related to the exercise of stock options, loss on disposal of property and equipment, stock-based compensation and
the effect of changes in working capital and other activities. In 2006 and 2005, cash from operating activities was
$21.0 million and $23.0 million, respectively. The $2.0 million decrease in cash from operating activities between
the periods was attributable to the foltowing:

{In thousands) : Attributable to

$(5,029)  Decrease in cash flows from accounts receivable due to increased sales and timing of
collections.

3,136 Decrease in excess tax benefits related to exercise of stock options.
] P
(584) Decrease in net income.

4,043 Increase in cash flows from accounts payable, accrued expenses and other long-term liabilities
due to timing of payments and increased payroll accruals and other liabilities.

2,680 Increase in cash flows due to a slower growth rate in inventories.

1,954 Increase in non-cash depreciation, provision for doubtful accounts and stock-based
compensation.

1,665 Increase in cash flows from in.c'om.e tax receivable/payable due to timing of payments made for
income taxes.

331 Increase in cash flows due to a decrease in equity in earnings of investee, net of dividends
received. |

37 Net increase in cash flows from all other operating activities.

$(2,029)  Total

Cash used in investing activities was $9.2 million and $2.7 million in 2006 and 2005, respectively. During
2006, the cash used in investing activities was primarily due to payments for the construction of our European
headquarters in Anglet, France, along with the ongoing purchase of investments in computer equipment, warehouse
equipment, marketing initiatives and in-store buildouts at customer retail locations. During 2005, the cash used in
investing activities was primarily due to the purchase of real property popularly named the “Volcom House” on the
North Shore of Oahu for $2.0 million, as well as $0.9 million of ongoing investments in computer and warchouse
equipment. In October 2005, we purchased Welcom Distribution SARL, the sole distributor of Volcom branded
products in Switzerland for $1.1 million, net of cash acquired. These cash outflows were offset by cash received of
$1.4 mitlion related to the sale of our investment in Volcom Europe, our European licensee, in April 2003,

Cash provided by financing activities was $1.7 million and $41.0 million in 2006 and 2005, respectively. The
$39.5 million decrease in cash provided by financing activities between the periods primarily resulted from the
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completion of ‘the initial public offering of our common stock in July 2005 whereby we received net proceeds of
$80.1 million, 'after deducting underwriting discounts and commissions and offering expenses. Prior to the initial
public offering, we had $19.2 million of cash distributions to our stockholders out of undistributed S corporation
earnings and vie used $20.0 million of the net proceeds from the offering to distribute our estimated undistributed S
corporation earnings to our S corporation stockholders, resulting in a decrease of cash provnded by financing

activities of $39.2 million for total distributions to stockholders.

On Fcbrluary 7. 2007, we purchased real property on the North Shore of Oahu (the “Plpe House™) for
$4.2 million in cash, The Pipe House will generally be used as a residence for Volcom’s surf team nders during the
winter surf se ason and for other marketing activities during the year

We currently have no material cash commitments, except our normal recurring trade payables expense
accruals, operatmg leases, capital leases, European headquarters construction obligation and athlete endorsement:
agreements. We believe that our cash and cash equivalents, cash received from our initial public offering, cash flow
from operating activities ‘and available borrowings under our credit facility will bé sufficient to meet our capital

requirements for at least the next twelve months.
|

E
Credit Favilities

In July 2006 we terminated our existing $10.0 million comrmttcd secured line of credit facility with Bank of
the West and entered into a new $20.0 million unsecured credit agreement with Bank of the West (which includes a
line of credit, foreign exchange facility and letter of credit sub-facilities). The new credit agreement, which expires
on August 3|l 2008, may be used to fund our working capital requirements. Borrowings under this new agreement
bear interesi, at our option, either at the bank’s prime rate (8.25% at December 31, 2006) or LIBOR plus 1.50%.
Under this Cil‘edlt facility, we had $0.9 million outstanding in letters of credit at December 31, 2006. At December 31,
2006 there were no outstanding borrowings under this credit facility, and $19.1 million was available under the
credit fac1llty The new credit agreement requires compliance with conditions precedent that must be satisfied prior
to any bonowmg, as well as ongoing compliance with specified affirmative and negative covenants, including
covenants related to our financial condition, including requirements that we maintain a minimum net profit after tax
and a minimum effective tangible net worth. At December 31, 2006 we were in compliance with all restrictive
covenants. ’ ;
§ -

Contractual Obligations and Commitments

We dld not have any off-balance sheet arrangements or outstanding balances on our credit facility as of
December,3l 2006. The following table summarizes, as of December 31, 2006, the total amount of future payments
due in various future periods: d

Payments Due by Period

Total 2007 2008 2009 2010 2011,: Thereafter
: (In thousands) '
Opel‘ating lease obligations . . . . . $12.603 $1.802 -$2,666 $2.262 $1,968 $1,777 $2,128
Facmty construction .
otl:hgauons(l) ............. 747 747 — — — — —
Capital lease obligations .. ... ... 197 87 76 .34 C— = —
Professional athlete ) ) .
sponsorships .. .. .. ... ... .. 6,308 4,084 1,840 384 — - —
Con:tractual letters of credit. . . .. 873 873 — — —_ -'—- -
Total . ..o $20,728 $7.593 $4,582 $2,680 $1,968 $1,777. $2; 128

(1) Based on a | Euro to 13203 U.S. dollar exchange rate at December 31, 2006,

We lease certain land and buildings under non-cancelable operating leases, The leases expnrc at various dates
through 2017, excluding extensions at our option, and contain provisions forrental adjustments, 1ncludmg in certain
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. cases, adjustments based on increases in the Consumer Price Index. The leases generally contain renewal provisions
for varying periods of time.

We lease computer and office equipment pursuant to calﬁilal lease obligations. These leases bear interest at
rates ranging from 3.4% to 13.7% per year, and expire at various dates through October 2009,

On May 5, 2006, we entered into a contract for the construction of our European headquarters in Anglet,
France. The contract calls for the construction of an approximate 3,150 square meter (or approximately
34,000 square foot) facility for approximately 4.6 million Euros, Payments for construction of the facility will
be made monthly through February 2007 and vary based upon the progress toward completion of the facility. As of
December 31, 2006, we have paid approximately $5.4 million in construction costs and have approximately
$0.7 million of remaining costs 1o be paid through February 2007 (based on a 1 Euro to 1.3203 U.S. dollar exchange
rate as of December 31, 2006). ' -

We establish relationships with prdfessional athletes in order to promote our products and brand. We have
entered into endorsement agreements with professional skateboarding, snowboarding and surfing athletes. Many of
these contracts provide incentives for magazine exposure and.competitive victories while wearing or using our
products. It is not possible to determine the precise amounts that we will be required to pay under these agreements
as they are subject to many variables. The amounts listed above are the approximate amocunts of the minimum
obligations required to be paid under these contracts. The additional estimated maximum amount that could be paid
under our existing contracts, assuming that all bonuses, victories and similar incentives are achieved during the five
year period ending December 31, 2011, is 'approximately $1.9 million. The actual amounts paid under these
agreements may be higher or Jower than the amounts discussed above as a result of the variable nature of these
obligations. . '

+
)

Our contractual letters of credit have maturity -dates of less than one year. We use these letters of credit to
purchase finished goods.

Seasonallty

Hlstoncally, we have experienced greater revenue in the second half of the year than in the first half due toa
concentration of shopping around the fall and holiday seasons and pricing differences between our products sold
during the first and second half of the year, as products we sell in the fall and holiday seasons generally have higher
prices per unit than products we sell in the spring and summer seasons. We typicaliy sell more of our summer
products {boardshorts and t-shirts) in the first half of the year and a majority of our winter products (pants, long
sleeve shirts, sweaters, fleece, jackets and outerwear) in the second half of the year. We anticipate that this seasonal
impact on our revenues is likely to continue. During the two-year period ended December 31, 2006, approximately
58% of our revenues, 57% of our gross profit and 63% of our operating income were generated in the second half of
the year, with the third quarter generally generating most of our operating income due to fall, holiday and snow
shipments. Accordingly, our results of operations for the first and second quarters of any year are not indicative of
the results we expect for the full year.

As a result of the effects of seasonality, particularly in preparation for the fall and holiday shopping seasons,
our inventory levels and other working capital requirements generally begin to increase during the second quarter
and into the third quarter of each year. During these peak periods, we had historically borrowed under our credit
facility. However, due to the proceeds received in July 2005 from our initial public offering, we do not anticipate
borrowing under our credit facility in the near term.

Backlog

We typically receive the bulk of our orders for each of our seasons up to four months prior to the date the
products are shipped to customers, Generally, these orders are not subject to cancellation prior to the date of
shipment. At December 31, 2006, our order backlog was approximately $53.7 million, compared to approximately
$42.3 million at December 31, 2005. For a variety of reasons, including the timing of release dates for our seasonal
product collections, the timing of shipments, timing of order deadlines, timing of receipt of orders, product mix of
customer orders and the amount of in-season orders, backlog may not be a reliable measure of future sales for any
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succeeding period. For these reasons, backlog figures in one year may not be directly comparable to backlog figures
in another year when measured at the same date. :

|
Inflation

We do not delieve inflation has had a material impact on our results of operations in the past. There can be no
assurance that Cur business will not be affected by inflation in the future,

Vulnerability E'ue to Concentrations . . . "

As of Decé;mber 31, 2006, our customer base of retailers located in the United States, Canada and South
America include"d approximately 1,350 accounts that operate approximately 3,900 store locations and 12 distrib-
utors in international territories not serviced by one of our licensees. One customer, Pacific Sunwear, accounted for
approximately 2!)% and 29% of our product revenues in 2006 and 2005, respectively. No other customet accountecl
for more than l(}% of our product revenues in 2006 or 2005. -

Sales to Pacnﬁc Sunwear increased 18%, or $8.3 million, for 2006 compared to 2005. However, we may see
sales to Pacific Sunwear decline, and we currently expect a decrease in sales to Pacific Sunwear for 2007 compared
to 2006. It is uncllear where our sales to Pacific Sunwear will trend in the longer term. Pacific Sunwear remains an
important custorrier for us and we are working both internally and with Pacific Sunwear to maximize our business
with thém. We believe our brand continues to be an important part of the' Pacific Sunwear business. We also
recognize that any customer concentration creates risks and we are, therefore, assessing strategies to lessen our
concentration wnh Pacific Sunwear

“We do not own or operate any manufacturing fac111tles and source our products from mdependently -owned
manufacturers. Dprmg 2006, we contracted' for the manufacture of our products with approximately 30 foreign
manufacturers and five domestic screen printers. Purchases from Ningbo Jehson Textites and Dragon Crowd totaled
approximately 12% and 15%, respectively, of our product costs in 2006, and 10% and 10%, respectively, of our
product costs in 2005. . !

Recent Accountmg Pronouncements

In November. 2004, the Fmancml Accounting Standards Board, or FASB, issued SFAS No. 151, Invenmry
Costs, an Amendn;ent of ARB No. 43, Chapter 4. SFAS No. 151 clarifies that abnormal amounts of idle facility
expense, freight, h: ;mdling costs and wasted materials (spoilage) should be recognized as current-period chérges and
requires the allocauon of fixed production overheads to inventory based on the normal capacity of the production
facilities. SFAS N(n 151 is effective for years beginning after June 15, 2005. The adoption of SFAS No. 151 did not

have a significant lmpacl on our consolidated financial position or results of opcratlons , f

In December 2004 the FASB issued SFAS No. 123R, Share-Based Payment. SFAS No 123R requires that
companies rccogmze compensation expense equal to the fair value of stock options or other share-based payments
over the requisite sérvice period. The standard became effective for us on January 1, 2006. See Note 10 in the Notes
to the Consolidate¢ Financial Statements herein where we discuss the impact of this standard on our consolldated
financial position a}nd results of operauons

In May 2003, lhe FASB issued SFAS No. 154, Accounting for Changes and Error Correcnons which replaces
APB Opinion No. 20, Accounting Changes and SFAS No. 3, Reporting Accounting Changes in Interim Financial
Statements. SFAS No. 154 applies to all voluntary changes in accounting pn'nciples and requires retrospective
application (a termldeﬁned by the statement) to prior periods’ financial statements, unless it is 1mpracucable to
determine the effect of a change: It also applies to changes required by an accounting pronouncement that does not
include specific transition provisions. SFAS No. 154 is effective for accounting changes and corrections of errors
made in fiscal years'beginning after December 15, 2005. The adoption of SFAS No. 154 did not have a s:gmﬁcam
impact on our conSu')hdated financial position or results of operations. .

In November 2005 the FASB issued FASB Staff Position No. SFAS 123R-3, Transition Election Related to
Accounting for the ’l'ax Effects of Share-Based Payment Awards. We have elected to adopt the alternative transmon
method provided in the FASB Staff Position for calculating the tax effects of stock-based compensation pursuant to

}
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SFAS No. 123R. The alternative transition method includes computational guidance to establish the beginning
balance of the additional paid-in capital pool related to the tax effects of employee stock-based compensation, and a
simplified method to determine the subsequent impact on the additional paid-in capital pool for employee stock-
based awards that are vested and outstanding upon the adoption of SFAS No. 123R.

In June 2006, the FASB issued Interpretation (“FIN"") No. 48, Accounting for Uncertainty in Income Taxes —
an interpretation of FASB Starement No. 109. FIN No. 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a
tax return, and provides guidance on derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition. FIN No. 48 is effective for fiscal years beginning after December 15, 2006. We
do not expect the adoption of FIN No. 48 to have a material effect on our consolidated financial position or results of
operations.

In June 2006, the FASB ratified the consensus reached on Emerging Issues Task Force (“EITF”) Issue
No. 06-03, How Taxes Collected from Customers and Remitted 1o Governmental Authorities Should Be Presented in
the Income Statement (that is, Gross versus Ner Presentation). The EITF reached a consensus that the presentation
of taxes on either a gross or net basis is an accounting policy decision that requires disclosure. EITF 06-03 is
effective for the first interim or annual reporting period beginning after December 15, 2006, Taxes collected from
our customers are and have been recorded on a net basis. We have no intention of modifying this accounting policy.
As such, the adoption of EITF 06-03 will not have an effect on our consolidated financial position or results of
operations, :

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair
value, establishes framework for measuring fair value in accordance with generally accepted accounting principles
and expands disclosures about fair value measurements. SFAS No. 157 is effective for financial statements issued
for fiscal years beginning after November 15, 2007 and interim periods within those fiscal years. We do not expect
the adoption of SFAS No. 157 to have a material effect on our consolidated financial position or results of
operations. - o

In September 2006, the SEC released Staff Accounting Bulletin (“SAB”) No. 108, Considering the Effects of
Prior Year Misstatements When Quantifying Misstatements in Current Year Financial Statements. SAB No. 108
provides guidance on how the effects of the carryover or reversal of prior year financial statement misstatements
should be considered in quantifying a current year misstatement. SAB No. 108 is effective for financial statements
beginning in the fourth quarter of fiscal year 2006. The adoption of SAB No. 108 did not have a significant impact
on our consolidated financial position or results of operations. .

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Foreign Currency Risk

Substantiaily all of our sales have been made in U.S. dollars except for sales made in Canada, which are made
in Canadian dollars. In 2006, 2005 and 2004, we derived 11.9%, 10.1% and 7.4% of our product revenues,
respectively, from sales in Canada. As a result, we are exposed to fluctuations in the value of Canadian dollar
denominated receivables and payables, foreign currency investments, primarily consisting of Canadian doliar
deposits, and cash flows related to repatriation of those investments. A weakening of the Canadian dollar relative to
the U.S. dollar could negatively impact the profitability of our.products sold in Canada and the value of our
Canadian receivables, as well as the value of repatriated funds we may bring back to the United States from Canada.
Account balances denominated in Canadian dollars are marked-to-market every period vsing current exchange
rates and the resulting changes in the account balance are included in our income statement as other (expense)
income. We do not believe that a 10% movement in all applicable foreign currency exchange rates would have a
material effect on our financial position.

As our Canadian accounts receivable, accounts payable and cash balance represent a small portion of our total
assets and liabilities, we do not generally hedge our exposure to foreign currency rate fluctuations: We may enter
into future transactions in order to hedge our exposure to foreign currencies. .
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A small pumon of our sales have been made by our subsidiaries located in Switzerland and France where we
operate with the Swiss Franc and Euro, respecuvely, as our functional currency. Our assets and liabilities that are
denominated in foreign currencies are translated at the rate of exchange on the balance sheet date. Revenues and
expenses are translated using the average exchange rate for the period. Gains and losses from translauon of forelgn
subsidiary ﬁna'ncml statements are included in accumulated other comprehensive income or loss. L. 7

We geneml]y purchase finished goods from our manufacturers in U.S. doliars. However, we source substan-
tially -all of these finished goods abroad and their cost may be affected by changes in the value of the relevant
currencies. Pnce increases caused by currency exchange rate fluctuations could increase our costs. If we are unable
to increase om prices to a level sufficient to cover the incréased costs, it could adversely affect our margms and we
may become ]'ess price competitive with companies who manufacture their products in the United States.

I . - ’ - L
Interest Rate Risk '

. . . . ' r ‘ .

We rnainlltain a $20.0 million unsecured credit agreement (which includes a line of credit, foreign exchange
facility and'letter of credit sub-facilities) with no balance outstanding at December 31, 2006. The credit agreement,
which expires on August 31, 2008, may be used to fund our werking capital requirements. Borrowings under this
agreement bear interest, at our option, either at the bank’s prime rate (8.25% at December 31, 2006) or LIBOR plus
1.50%. Based on the average interest rate on our credit facility during 2006, and to the extent that borrowings were
outstanding, we do not believe that a 10% change in interest rates would have a matenal effect on-our results of
operations or financial condmon 3

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA , . ,'

lnformalnon with respect to this item’ |s set forlh in “Index to Consohdated Financial Statements“ under Part 1V,
Item I5 of this report. . : d - - ,
| . R . . ‘e . o :
ITEM 9. "HANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
. FINANCIAL DISCLOSURE . . < :

None "

ITEM 9A.: CONTROLS AND PROCEDURES

. |
Disclosure Controls and Procedures

'
.

We mmntam disclosure controls and procedures that are designed to ensure that mformauon reqmred to be
disclosed i 1r| our Exchange Act reports is recorded, processed, summarized and reported within the time periods
specified i in 'the Securities and Exchange Commission’s rules and forms, and that such information is accumulated
and commumcated to our management, including our Chief Executive Officer and our Chief Finaiicial Officer, as
appropriate, to allow timely decisions regarding required disclosures. Our management, including our Chief
Executive Officer and our Chief Financial Officer, does not expect that our disclosure controls or procedures will
prevent alllerror and all fraud. A control system, no matter how well conceived and operated can provide only
reasonable' not absolute, assurance that the objectives of the control system are met. Further, the benefits of controls
must be consmlered relative to their costs. Because of the inherent limitations in all control systems, no evaluation of
controls can provide absolute assurance that all control issues and instances of fraud, if any, within Volcom have
been detected These inherent limitations include the realities that judgments in decision-making can be faulty, and
that break(.lowns can occur because of simple error or mistake. Additionally, controls can be circumvented by the
individual acts of some persons, by collusion of two or more people, or by management override of the control. The
design of any system of controls is also based in part upon certain assumptions about the l:kehhood of fulure events,
and there <an be no assurance that any design will succeed in achieving its stated goals under all potential future
condmom Because of the inherent limitations in a cost-effective control system, mlsstatemems due to error or
fraud may’ occur and not be detected.

We carried out an evaluation, under the supervision and with the participation of our management, including
our Chief Executive Officer and our Chief Financial Officer, of the effectiveness of the design and operation of our

n
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disclosure controls and procedures as of December 31, 2006, the end of the annual period covered by this report.
The evaluation of our disclosure controls and procedures included a review of the disclosure controls’ and
procedures’ objectives, design, implementation and the effect of the controls and procedures on the information
génerated for use in this report. In the course of our evaluation, we sought to identify data errors, control problems or
acts of fraud and to confirm the appropriate corrective actions, including process improvements, were being
undertaken. '

Based on the foregoing, our Chief Executive Officer and our Chief Financial Officer concluded that, as of the
end of the period covered by this report, our disclosure controls and procedures were effective and were operating at
the reasonable assurance level.

. 4

Internal Control Over Financial Reporting

There has been no cl{ange in the Company’s internal controls over financial reporting (as such term is defined
in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) during the Company’s most recent fiscal quarter that has
materially affected, or is reasonably likely to materially affect, the Company’s internal controls over financial
reporting.

Management’s Report on Internal Control Over Financial Reporting

The Cdmpany’s management is responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Under the supervision
and with the participation of the Company’s management, including the Company’s Chief Executive Officer and
Chief Financial Officer, the Company has conducted an evaluation of the effectiveness of its internal control over
financial reporting as of December 31, 2006, based on the framework in Internal Control — Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission. Based on management’s
evaluation under the framework in /nternal Control — Integrated Framework, management concluded that the
Company’s internal control over financial reporting was effective as of December 31, 2006.

The Company’s independent registered public accounting firm that audited the financial statements included
in the annual report containing the disclosure required by this Item has issued an attestation report on management’s
assessment of the Company’s internal control over financial reporting. This report appears under the Report of
Independent Registered Public Accounting Firm On Internal Control Over Financial Reporting, which is included
below.

Richard R. Woolcott

President and Chief Executive Officer
(Principal Executive Officer) '
Douglas P. Collier . -
Chief Financial Officer, Secretary and Treasurer’
(Principal Financial Officer)

March 14, 2007 i P
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'REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
, _ON INTERNAL CONTROL OVER FINANCIAL REPORTING
Board of Directors and Stockholders

Volcom, Inc.,

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting appearing above, that Volcom, Inc. and subsidiaries (the “Company”} maintained
effective 1ntemal control over financial reporting as of December 31, 2006, based on the criteria established in
Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commlssmn‘(the *COSO criteria™). The Company’s management is responsible for maintaining effective internal
control over, financial reporting and for its assessment of the effectiveness of internal control over financial
reporting. Our responsibility is to express an opinion on management’s assessment and an opinion on the
effectiveness, of the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether efféctive internal control over financial reporting was maintained in all material respects. Qur audit
included obtaining an understanding of internal control ‘over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances, We believe that our audit provides a
reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and
effected by the company’s Board of Directors, management, and other personnel to provide reasonable assurance
regarding the reliability .of financial reporting and the preparation of financial statements for external purposes in
accordance Wwith generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) prowde reasonable
asstirance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or dnsposmon of the company’s
assets that could have a material effect on the financial statements.

1 )

Because of the inherent limitations of internal control over financial reporting, including the possibility of
collusion or improper management override of controls, material misstatements due to error or fraud may not be
prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internat control
over financial reporting to future periods are subject to the risk that the controls may become inadequate because of the
changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our _opinion, management’s assessment that the Company maintained effective internal control over
financial re pomng as of December 31, 2006 is fairly stated, in all material respects, based on the COSO criteria.
Also in our opinion, the Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2006, based on the COSO criteria.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated financial statements as of and for the year ended December 31, 2006 of the
Company, and our report dated March 14, 2007, expressed an unqualified opinion on those financial statements.

/s/ Deloiite & Touche LLP
Costa Mesa, California .
March 14,2007 ;
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ITEM 9B, OTHER INFORMATION

None

PART III

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

Information with respect to thls item is-incorporated by reference from .our definitive Proxy Statement.

ITEM 11. EXECUTI VE COMPENSATION )
Information with respect to this item is incorporated by reference from our definitive Proxy Statement.
ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS
Information with respect to this item is incorporated by reference from our definitive Proxy Statement.
ITEM 13, CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
-INDEPENDENCE

Information with respect to this item is incorporated by reference from our definitive Proxy Statement.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

Information with respect to this item is incorporated by reference from our definitive Proxy Statement.

- PART IV . ‘

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES |

(a) 1. The financial statements listed in the “Index to Consolidated Financial Statements™ at page F-1 are filed asa
part of this report. ‘ ' o

2. Financial statement schedules are omitted because they are not applicable or the required information is
shown in the financial statements or notes thereto. .

3. Exhibits included or incorporated herein. See Exhibit Index.
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REPORT OF.INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Volcom Inc.

We have audited the accompanymg consolidated, balance sheets of Volcom Inc and submdxanes {the
“Company™) as of December 31 2006 and 2005, and the related consolidated statements of operations, stock-
holders’ equity and cash flows for each of the three years in the period ended December 31, 2006. These
consolidated financial statements are the responsibility of the Company’s management. Our responsxblllty is to
express an oplmon on the consolidated financial statements based on our audits.

L3 r

We conducted our audits in accordance with the standards of the Public Company Accounting Over51ght Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the consolidated ﬁnanmal statements are free of material misstatermnent. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall consolidated financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion. '

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of the Company as of December 31, 2006 and 2005, and the results of its operations and its cash flows for
each of the three vears in the period ended December 31, 2006, in conformity with accounting principles generally
accepted in the United States of America.

As discussed in Notes 1 and 10 to the consolidated financial statements, the Company changed its method of
accounting for stock-based compensation as a result of adopting Statement of Financial Accounting Standards
No. 123R, Share-based Payment; in 2006.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of December 31,
2006, based on the criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated March 14, 2007, expressed an
unqualified opinion on management’s assessment of the effectiveness of the Company’s internal control over
financial reporting and an unqualified opinion on the effectiveness of the Company's internal control over financial
reporting.

/s/  Deloitte & Touche LLP
March 14, 2007
Costa Mesa, California
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EXHIBIT INDEX

Restated Certificate of Incorporation of Volcomy; Inc. -

Amended and Restated Bylaws of Volcom, Inc.

Certificate of Amendment of Restated Certificate of Incorporation of Volcom, Inc.
Specimen Common Stock certificate.

Form of Indemnification Agreement between Volcom and each of its directors and officers.

Credit Agreement by and between Bank of the West and Volcom, Inc., dated as of July 20, 2006
(incorporated by reference in the Company’s Current Report on Form 8-K filed on July 24, 2006).

Lease dated as of May 19, 1999 by and between Griswold Industries and Stone Boardwear, Inc. (the
predecessor entity to Volcom, Inc.) for the real property known as 1740 Monrovia Avenue, Costa Mesa.

Form of 2005 Incentive Award Plan.
Form of Restricted Stock Award Grant Notice and Agreement.
Form of Stock Option Grant Notice and Agreement.

Software License 'Agreemem by and between Innovative Systems, LLLC and Volcom Stone Board Wear,
Inc., made and effective September 1, 2002.

Real Estate Development Agreement dated May 5, 2006 bctween Volcom SAS and Société d’Equipement

" des Pays de I’ Adour (English Translation) (incorporated by reference in the Company’s Current Report on

Form 8-K filed on May 9, 2006).

Amended and Restated 2005 Incentive Award Plan.

Subsidiaries of Volcom, Inc.

Consent of Independent Registered Public Accounting Firm (Deloitte & Touche LLP). .
Certification of the Principal Executive Officer, as required pursuant to Section 302 of the SarBanes-Ox]ey

Act of 2002.

Certification of the Principal Financial Officer, as required pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002.

" Certifications of the Principal Executive Officer and Principal Financial Officer, as required pursuant to

Section 906 of the 'Sarbanes-Oxley Act of 2002.

* Incorporated by reference'to Volcom, Inc.’s Registration Statement on Form S-1 (File Number: 333-124498)

1 All current directors and executive officers of Volcom, Inc. have entered into the Indemnity Agreement with
Volcom, Inc. ;
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